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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION. 

Please state your name and business address. 

My name is James S, Pignatelli. My business address is One South Church Avenue, 

Tucson, Arizona 85701. 

By whom are you employed and what is your position? 

I am Chief Executive Officer, President and Chairman of the Board of Directors of 

UniSource Energy Corporation (“UniSource Energy”), the parent company of UniSource 

Energy Services, Inc. (“UES”). UES is the parent company of UNS Gas, Inc. (“UNS 

Gas” or the “Company”), the Applicant in the case. I am also the President and Chief 

Executive Officer of UNS Gas. 

Mr. Pignatelli, what is the purpose of your direct testimony in this proceeding? 

This rate case was prepared at my direction and under my supervision. In my direct 

testimony, I support UNS Gas’ request for an increase in rates by providing: (i) a summary 

of UNS Gas’ request and the factors that have caused us to file our application at this time; 

(ii) a brief history of the acquisition of UNS Gas and an explanation of the customer 

benefits provided by the acquisition; (iii) a discussion of proposed changes to improve the 

operation of the current purchase gas adjustor (“PGA”); (iv) an explanation of UNS Gas’ 

position on Arizona Corporation Commission (“ACC” or the “Commission’’) prudence 

reviews of natural gas costs; (v) a description of UNS Gas’ gas procurement practices; (vi) 

an explanation of why it is appropriate to include construction work in progress (“CWTP”) 

in rate base for UNS Gas; (vii) a summary of the Company’s Demand-Side Management 

(“DSM) and low income programs; (viii) an introduction into the rate design that UNS 

Gas is proposing in this case including a de-coupling mechanism and higher fixed charges; 

and (ix) identification of other UNS Gas witnesses and the topics that they will address in 
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11. 

Q. 
A. 

Q. 
A. 

their respective testimony. 

witnesses address many of these topics in more detail. 

My direct testimony is policy-oriented. Other UNS Gas 

SUMMARY OF UNS GAS’ RATE REQUEST. 

Mr. Pignatelli, what is UNS Gas requesting that the Commission do in this rate case? 

In order to provide necessary rate relief, we are asking the Commission to authorize UNS 

Gas to increase its rates $9,646,901, or approximately 7%, to modify the PGA to reflect 

current conditions as discussed below and to approve UNS Gas’ Price Stabilization Policy. 

We also request that the Commission adopt our proposed rate design. We will shortly be 

requesting that the Commission consolidate this rate case with the pending prudence 

review of UNS Gas’ procurement practices and the pending review of UNS Gas’ PGA. 

Please explain why UNS Gas is filing a request for an increase in rates at this time. 

UNS Gas’ current rates are inadequate for the Company to recover its costs and earn a 

reasonable rate of return on its investment. This is primarily due to increased growth in 

UNS Gas’ service territory and the related increase in capital expenditures and operating 

costs. Current revenues are insufficient for UNS Gas to meet its current and future 

obligations to customers. In order to better explain UNS Gas’ present situation, I will 

compare the circumstances that existed at the time of our acquisition of Citizens 

Communications Company’s (“Citizens”) gas assets in 2003 with the circumstances that 

face us today. 

At year-end 2003, UNS Gas had a customer base of 127,577. For the 2005 test year there 

were a total of 138,815 customers in UNS Gas’ combined northern and southern service 

areas. And that number continues to increase. As of June 30,2006, UNS Gas has 142,206 

customers. Moreover, we project that the number of UNS Gas customers will increase by 
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as much as 5-10% annually. This represents very significant growth. By comparison, 

Tucson Electric Power Company’s (“TEP”) customers are projected to grow at an annual 

rate of approximately 2.5% and the utility industry average is approximately 1.5%. In 

order to meet its growth, UNS Gas has incurred, and will continue to incur, capital 

expenditures for items such as pipelines, meters and regulators. These items cost 

significantly more than they did in 2003 when UNS Gas’ rates were last set by the 

Commission. And these items cost significantly more than the original cost less 

depreciation for existing customers. Consequently, the significantly higher expenses have 

not yet been included in the Company’s rate base. 

In addition, in 2003, UNS Gas had an actual original cost rate base of $ 149,628,355.’ As 

part of Decision No. 66028, which approved the acquisition, UNS Gas agreed to exclude 

more than $40 million from rate base.2 So, for rate making purposes, UNS Gas’ current 

rates are based upon an original cost less depreciation rate base of only $1 17,661,030. 

This $40 million reduction consisted of a $30 million “negative acquisition premium”, and 

a $10 million reduction related to the Citizens’ “Build-out” ~ r o g r a m . ~  This obvious 

benefit to UNS Gas’ customers was the result of our ability to acquire the gas properties at 

a price below Citizen’s investment in these properties. These exclusions are reflected in 

our proposed rate base, and our customers will continue to benefit from them. 

Since 2003, UNS Gas has spent over $50 million in capital expenditures to meet customer 

growth. UNS Gas’ 2005 test year rate base is $161,661,362. Additionally, the operation 

and maintenance (“O&M’) expenses built into UNS Gas’ current rates are $28,611,184. 

O&M expenses in the Company’s current filing are $37,120,378. 

‘See Decision No. 66028 (July 3,2003); attached Settlement Agreement at Appendix B, Schedule 1. This figure was 
based on a 2001 test year. 

Id. 
Id. 
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Q. 

A. 

From a timing perspective, in Decision No. 66028, the Commission ordered UNS Gas not 

to file a general rate case for a period of at least three years from the effective date of the 

Decision (July 3, 2003), thus requiring us to file our rate case application after July 3, 

2006. In addition, the Commission modified the settlement to order that new rates may not 

become effective before August 1,2007. 

In summary, the main factors driving this rate case filing are: (i) current rates are based on 

out-of-date investment and expense levels; (ii) UNS Gas has greatly increased its 

investment in the gas properties attributable to increased customer growth and capital 

expenditures; and (iii) the rate case filing moratorium until July 2006 is set to expire thus 

allowing the Commission to address the Company’s revenue shortfall. 

Mr. Pignatelli, are there any guidelines that the Commission should follow in 

considering the amount of rate increase to which UNS Gas is entitled? 

Yes, I believe that the Commission should be guided, among other things, by the 

fundamental ratemaking standards established by the U.S. Supreme Court in Bluefield 

Water Works and Improvement Co. v. Public Service Commission of West Vi r~nia ,  262 

U.S. 679 (1923) (the “Bluefield” case) and Federal Power Comm’n v. Hope Natural Gas, 

320 U.S. 591 (1944) (the “Hope” case). The Bluefield case established the standards by 

which rates and a reasonable return are to be evaluated by stating: 

A public utility is entitled to such rates as will permit it to earn a 
return on the value of the property which it employs for the 
convenience of the public equal to that generally being made at the 
same time and in the same general part of the country on 
investments in other business undertakings which are attended by 
corresponding risks and uncertainties; but it has no constitutional 
right to profits such as are realized or anticipated in highly 
profitable enterprises or speculative ventures. The return should be 
reasonably sufficient to assure confidence in the financial 
soundness of the utility and should be adequate, under efficient and 
economical management, to maintain and support its credit and 
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111. 

Q. 
A. 

enable it to raise the money necessary for the proper discharge of 
its public d ~ t i e s . ~  

In Hope, the U.S. Supreme Court expanded on the Bluefield principles by stating: 

From the investor or company point of view it is important that 
there be enough revenue not only for operating expenses but also 
for capital costs of the business. These include service on the debt 
and dividends on the stock ... By that standard the return to the 
equity owner should be commensurate with return on investments 
in other enterprises having corresponding risks. That return, 
moreover, should be sufficient to assure confidence in the financial 
integrit of the enterprise, so as to maintain its credit and attract capital. Y 

I think that in these two cases the U.S. Supreme Court set forth the balancing test that the 

Commission should use when determining rates for UNS Gas. This balancing test, to me, 

is in the public interest as it factors in the impact of rate relief on both the investors and the 

customers. And so, in this case, I would ask that the Commission authorize a rate that 

allows UNS Gas to earn a fair return on its investment as well as to recover operating 

expenses and capital costs and to maintain its financial integrity consistent with this long- 

standing precedent. 

HISTORY OF THE UNS GAS ACOUISITION. 

Mr. Pignatelli, please review how UniSource Energy came to acquire UNS Gas. 

Starting in the latter part of the 1 9 9 0 ’ ~ ~  Citizens attempted to sell some of its utility assets, 

including its Arizona gas and electric properties. In 2002, Citizens approached UniSource 

Energy to determine if we would be interested in acquiring those properties. After a period 

of negotiations, we entered into an agreement to acquire both the Citizens’ Arizona gas and 

electric properties, subject to Commission approval. 

’ 262 U.S. at 692-93. 
320 US. at 603. 
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On December 18, 2002, Citizens and UniSource Energy (collectively “Joint Applicants”), 

filed a Joint Application6 requesting authority for UniSource Energy to acquire the 

Citizens’ Arizona gas and electric assets, to transfer Citizens’ gas and electric Certificates 

of Convenience and Necessity to a UniSource Energy subsidiary, to obtain certain 

financing approvals, and to consolidate other related  docket^.^ 

A Settlement Agreement signed by the Joint Applicants and Staff was filed with the 

Commission on April 1,2003. The Commission approved the Settlement Agreement with 

modification on July 3, 2003, and authorized UniSource Energy to create subsidiaries to 

own and operate the electric and gas utility assets purchased from Citizens and, if 

necessary, to form an intermediate holding company to finance and own the electric and 

gas subsidiaries. UES was formed to hold the common stock of UNS Gas and UNS 

Electric, Inc., which operate the gas and electric system assets, respectively. 

The Settlement Agreement contained numerous consumer benefits agreed to by UniSource 

Energy. In addition to the $40 million reduction in rate base that I previously discussed, 

UniSource Energy agreed: (i) that the UNS Gas rates to be implemented upon the 

acquisition would be significantly less than the amount that had been requested by 

Citizens;* (ii) to carry over the PGA bank balance accumulated by Citizens; (iii) to use the 

existing PGA structure, except for one modification: (iv) to comply with certain service 

quality, staffing, and operational conditions”; (v) to implement a new line extension tariff 

and policy; and (vi) to the previously mentioned three-year moratorium on filing a general 

rate case. 

Docket Nos. E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914. 

Settlement Agreement Appendix D, Schedule 1, Column 1, line 23 less Column 3, line 23. 
Id. at 1 26. 

’ Docket Nos. E-O1032C-00-0751 and G-01032A-02-0598. 
8 

lo Id. at 1139-34. 
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Q* 

A. 

IV. 

Q* 

A. 

UNS Gas has complied with each of these conditions all of which have resulted in 

significant benefits to customers. In order to ensure that UNS Gas can continue to provide 

gas service to its customers, it is necessary for the Commission to authorize the requested 

rate increase at this time. 

Please provide a general description of UNS Gas’ customers, test year and business 

operations. 

UNS Gas is a gas distribution company and was serving approximately 139,000 retail 

customers 126,681 of which were residential customers, (at the end of the test year), in its 

service areas portions of Mohave, Yavapai, Coconino, and Navajo Counties in northern 

Arizona and Santa Cruz County in southeast Arizona. These counties comprise 

approximately 50% of the territory of the state of Arizona, with a population of 

approximately 751,000. UNS Gas’ customer base is’primarily residential. A copy of a 

map depicting UNS Gas’ service territory is attached to my testimony as Exhibit JSP-1. 

Most of the gas distributed by UNS Gas in Arizona is procured fi-om the San Juan Basin in 

the Four Corners region and delivered on the El Paso Natural Gas (“EPNG”) and 

Transwestern Pipeline Company (“Transwestern”) interstate pipeline systems. UNS Gas 

has firm transportation agreements with EPNG and Transwestern with combined capacity 

sufficient to meet its customers’ demands. 

THE UNS GAS PGA MECHANISM SHOULD BE MODIFIED. 

Mr. Pignatelli, what is UNS Gas recommending the Commission do to modify its 

current PGA? 

UNS Gas filed an Application (“PGA Application”) to review and revise its PGA on 

January 10, 2006, in Docket G-04204A-06-0013. In our forthcoming Motion to 
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Q. 
A. 

Q. 
A. 

Consolidate, we will be requesting that the PGA Application be consolidated with this rate 

case proceeding. 

What are the deficiencies of the current UNS Gas PGA mechanism? 

The current PGA mechanism has a number of deficiencies which the Commission should 

address. The deficiencies include: (i) inappropriate price signals; (ii) the potential for large 

bank balances to accumulate -- recovery of which would cause significant price fluctuation 

and rate shock; (iii) below market interest allowed to be earned on the bank balance; (iv) an 

inappropriately narrow bandwidth; and (v) the potentially adverse impact on UNS Gas’ 

ability to devote capital to other necessary investments to serve its customers. Contributing 

to these problems is the volatile nature of the natural gas market. The current PGA 

mechanism was not designed to cope with such volatility. Thus, it should be revised to 

correct these deficiencies. 

What specific modifications to the PGA mechanism are you recommending? 

As described in more detail in the PGA Application, and in the Direct Testimony of Mr. 

David G. Hutchens filed in this case, UNS Gas is requesting the following modifications to 

the PGA mechanism: 

1. Bandwidth. The current PGA mechanism has a limit, or cap, as to how much the 

PGA Rate can change in a given 12-month period (this is referred to as the PGA 

“Bandwidth” or “PGA Rate Band’). Given the recent volatility in natural gas prices, 

UNS Gas does not believe that a Bandwidth cap should be.imposed on the PGA 

mechanism. However, in order to moderate volatility of customer bills, the current 

Bandwidth cap of $. 10 per therm could initially be increased to $.25 per therm as an 

alternative and then eliminated. 

Increase Interest. The interest earned and/or paid on the PGA bank balance should 

reflect UNS Gas’ actual incremental cost of debt. UNS Gas currently can obtain 

2. 
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new debt at the London Inter-Bank Offering Rate (“LIBOR”) plus 1.5%. Thus, thc 

interest on the PGA bank balance should be at least LIBOR plus 1.5%. 

Regulatory Asset. When the actual PGA bank balance is greater than two times 

the Commission-approved threshold level, as has occurred under the existing PGA 

mechanism, it is clear that continuing to report the asset as “short-term” on thc 

Company’s balance sheet (meaning that it will be settled in its entirety within one 

year) is no longer appropriate. Instead, it should more correctly be considered as a 

long-term asset (similar to plant and equipment) requiring UNS Gas to commil 

3. 

longer-term investment capital, thereby justifying a carrying cost at a rate equal to 

UNS Gas’ authorized weighted average cost of capital. Currently, that rate is 

9.05%. The proposed weighted average cost of capital in this case is 8.80%. 

4. Symmetrical Threshold. In order to be fair to both the ratepayers and 

shareholders, symmetry should prevail, with the same threshold level applying to 

both under-collected and over-collected bank balances. UNS Gas recommends that 

the new threshold level for under-collected bank balances established in Decision 

No. 68325 ($6,240,000) also be adopted as the threshold level for over-collected 

bank balance. 

Capital Structure. If the PGA mechanism results in UNS Gas accumulating 

significant PGA bank balances, additional long-term debt financing will likely be 

required. This additional debt will impact the Company’s capital structure and 

weighted cost of capital, thus altering the determination of revenue requirements in 

rate cases. Because the current PGA mechanism provides for the accrual of 

carrying charges on the monthly balance (notwithstanding the inadequacy of the 

current interest accrual rate as previously described), the PGA bank balance would 

not be includible in rate base for ratemaking, even though & long-term debt issues 

are normally reflected in capital structure. As a result, the computed overall rate of 

return to be applied to rate base would be artificially diminished, as would be the 

5. 
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Q. 
A. 

computed overall revenue requirement. UNS Gas respectfully requests that tht 

Commission specifically find that any additional long-term debt issued solely tc: 

support the PGA bank balance be excluded from the determination of the cost o 

capital in this rate case and future UNS Gas rate case proceedings. 

Surcharges. The above modifications should reduce the need for surcharges 

However, when surcharges are required, the Commission should approve i 

surcharge large enough to eliminate the bank balance within twelve months. 

6. 

Why are you requesting these modifications? 

The PGA, as presently constituted, no longer allows UNS Gas “to react to market 

fluctuations expediently in the regulatory environment in order to avoid severe impact on 

the Company’s earnings and rate shock to the customers” as was its original intent.” The 

current volatile natural gas market has exposed weaknesses in the PGA mechanism that 

cause significant delays in the recovery of gas costs incurred by UNS Gas. This negatively 

impacts the Company’s cash flows, which ultimately could have a detrimental effect on its 

operations. I should note that this situation also severely impacts the customer’s ability to 

make informed consumption decisions that reflect actual costs. For these reasons, we 

believe that now is the appropriate time and this rate case is the appropriate forum for the 

Commission to modify the PGA. 

~ 

DecisionNo. 58664 (June 16, 1994) at 64. I 
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V. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

PRUDENCE REVIEW. 

Mr. Pignatelli, the Commission has expressed an interest in a prudence review 

regarding UNS Gas’ policies and procedures specific to its acquisition of gas. Has the 

formal prudence review process begun? 

Yes, Docket No. G-04204A-05-0831 (the “UNS Gas prudence docket”) has been opened 

and we have received and responded to discovery requests fiom the Staff. 

What is the purpose of the prudence review? 

My understanding is that the prudence review is intended to determine the appropriateness 

of costs that have been incurred related to procuring natural gas. Thus, to the extent that 

the ultimate recovery of any such costs is an issue, the prudence review is clearly linked to 

this rate case. 

What are your concerns regarding the existing UNS Gas prudence docket? 

UNS Gas procures gas for its customers on a pass-through basis. By that I mean that gas 

commodity costs ultimately are passed through to the customer and UNS Gas does not 

earn a return on those costs. As we all know, the gas market has been very volatile 

recently and UNS Gas has had to respond to that volatility on a real time basis. UNS Gas 

has no incentive to procure gas in an imprudent or otherwise expensive manner. In reality, 

UNS Gas has been subsidizing customers for those costs that have been incurred and not 

timely recovered. It would be patently unfair for the Commission to, in hindsight, second 

guess the real-time decisions that were made. It would be confiscatory for the Commission 

to then disallow the recovery of costs that were paid by the Company for gas that has 

already been used by customers. 

11 
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Q9 

A. 

Q. 
A. 

What is the Commission’s definition of “prudence”? 

The Commission defines “prudently invested” as: 

Investments which under ordinary circumstances would be deemed 
reasonable and not dishonest or obviously wasteful. All 
investments shall be presumed to have been prudently made, and 
such presumptions may be set aside only by clear and convincing 
evidence that such investments were imprudent, when viewed in 
light of all relevant conditions known or which in the exercise of 
reasonable judgment should have been known, at the time such 
investments were made. I2  

This rule adopts three important principles regarding the prudence of utility conduct. First, 

the rule adopts the presumption that investments are presumed to be prudent, and this 

presumption can only be set aside by clear and convincing evidence. Second, the rule uses 

reasonableness as the standard of prudence - an investment will be deemed prudent if 

“under ordinary circumstances” it is reasonable and “not dishonest or obviously wasteful.” 

Third, the rule prohibits the use of hindsight by requiring that a finding of imprudence be 

based on information that was or should have been known “at the time such investments 

were made.” 

Has the Commission further addressed prudence in the context of gas costs? 

Yes, in the Generic PGA Docket, the Commission adopted the following standard to use in 

reviewing gas costs: 

As a general principle, subject to the circumstances of any specific 
matter: if a contract appeared to be prudent and reasonable at the 
time it was entered into, given market conditions and other relevant 
factors, the utility should be permitted an opportunity to recover the 
gas costs associated with that contract. However, the Commission 
has the right to review all LDC gas purchases on a case by case 
basis.13 

While this standard applies only to “contracts”, Staff has recommended that a similar 

standard apply to “the entire natural gas procurement process”: 

*’ A.A.C. R14-2-103(A)(l)(emphaphasis added). 
l3 Decision No. 61225 (October 30, 1998) at Finding of Fact No. 7 and Conclusion of Law No. 3 (emphasis added). 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

In determining the prudence of natural gas procurement activities, 
the standard to be applied is whether each individual action, and the 
utility’s actions taken as a whole, given the specific circumstances at 
the time, idare reasonabk in light of what the utility knew or should 
have known at that time. 

Do you believe a separate prudence review docket is necessary? 

No. Traditionally, the Commission reviews the prudence of all utility costs in rate case 

proceedings like this one. In fact, we will be requesting that the UNS Gas prudence docket 

be consolidated with this rate case. 

Has the Commission recently commented on the propriety of conducting a prudence 

review as part of a rate case? 

Yes, the Commission recently re-affirmed the traditional practice of conducting a prudence 

review as part of a rate case. The Commission declined to rule on the prudence of the 

“Sundance” acquisition by Arizona Public Service (“APS”), noting that the prudence of the 

“transaction may only properly be reviewed in the context of an overall rate base 

determinati~n.”*~ 

Please summarize your opinion on the propriety of a prudence review on an incurred 

cost for a utility. 

As I previously stated, I do not think that it is a good idea, nor sound regulation. UNS Gas 

has already incurred the cost of gas that it has acquired. The commodity has already been 

provided to the customer. UNS Gas does not earn a return on gas costs. Consequently, 

any disallowance of these incup-ed costs will have a magnified detrimental effect on the 

Company. I believe that a wiser approach is to focus on the methodology that UNS Gas 

employs. If UNS Gas follows the Commission-approved methodology, then these costs 

should be deemed conclusively prudent. 

l4 June 1,2001 Staff Report at 3, in Docket No. G-00000C-98-0568, attached to Decision No. 63848 (June 28,2001). 
Decision No. 67504 (January 20,2005). 15 
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VI. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

APPROVAL OF THE UNS GAS, INC. PRICE STABILIZATION POLICY. 

Mr. Pignatelli, please explain UNS Gas’ gas acquisition practices. 

Mr. Hutchens will address these practices in more detail in his direct testimony, but in 

general terms, UNS Gas currently has an agreement with BP Energy Company (“BP’’) to 

supply and schedule all of UNS Gas’ natural gas requirements. The pricing of the natural 

gas supplied is dependent on current market prices as well as how and when UNS Gas 

wants to purchase the gas. UNS Gas has a detailed hedging policy (“Price Stabilization 

Policy”) that requires it to enter into fixed price volumes for portions of its estimated load 

in advance. The policy dictates that UNS Gas purchase fixed price volumes up to three 

years in advance in fixed monthly amounts. The minimum amount of gas that is hedged in 

this manner is 45% of the estimated monthly load. UNS Gas also has the flexibility to 

enter into additional fixed price hedges, subject to internal f i sk  Management Committee 

review. 

The remaining gas is priced in the short-term and spot gas markets. Going into any given 

month, UNS Gas will split the remaining estimated load between fixed price First-of-the- 

Month gas index and daily natural gas prices. 

How often is UNS Gas’ Price Stabilization Policy updated? 

The Price Stabilization Policy is thoroughly reviewed and updated on an annual basis to 

take into account the changing natural gas market dynamics. Mr. Hutchens’ Direct 

Testimony discusses recent changes to the Price Stabilization Policy in more detail. 

What does UNS Gas recommend regarding its Price Stabilization Policy? 

We recommend that the Commission prospectively approve the Price Stabilization Policy. 

As I have indicated, prudence reviews are “after-the-fact” events that try to recreate the 
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VII. 

Q* 
A. 

Q* 
A. 

Q. 
A. 

circumstances that existed at the time of the investment or expenditure. This can be very 

difficult when the period or activities in question were volatile and quickly unfolding. 

Rather than look at UNS Gas’ procurement practices in hindsight, UNS Gas recommends 

that its Price Stabilization Policy be reviewed and approved by the Commission during this 

case for future implementation. This way the Commission can have input prior to UNS 

Gas incurring the costs for gas procurement rather than after the fact. And there will be no 

need for a separate non rate case-related prudency review of gas acquired pursuant to the 

approved methodology. 

CONSTRUCTION WORK IN PROGRESS IN RATE BASE. 

Mr. Pignatelli, what is Construction Work in Progress (“CWIP”)? 

From an accounting standpoint, CWIP is the balance of plant investment that has yet to 

be transferred to plant in service. This balance represents the Company’s investment in 

ongoing construction projects at a defined point in time. 

Has UNS Gas included CWIP in rate base in this rate application? 

Yes. The entire $7.2 million balance existing at the end of the test year has been included 

in rate base. 

Why is it necessary to include CWIP in rate base for UNS Gas? 

As discussed by UNS Gas witness Mr. Kentton C. Grant, inclusion of CWIP in rate base 

is needed to support the financial integrity of UNS Gas. Since the Company will be 

dependent on outside capital for the foreseeable future in order to fund system growth 

and capital investments, it is essential that UNS Gas be allowed an opportunity to earn a 

reasonable return on invested capital. By including CWIP in rate base, the Company will 
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have a better opportunity to actually earn the rate of return authorized by the Commission 

and to attract necessary capital on reasonable terms. 

In addition to financial need, there are other valid reasons why CWIP should be included 

in rate base for UNS Gas. First, it should be recognized that this rate treatment represents 

one of the few tools available to help mitigate the effects of regulatory lag. Since UNS 

Gas is experiencing significant customer growth, and since the cost of new construction 

greatly exceeds the embedded cost of plant, the impact of regulatory lag on UNS Gas is 

more pronounced than with most utilities. Second, due to the relatively short timeframe 

required for most construction projects on the UNS Gas system, a large portion of the 

CWIP balance at year-end 2005 has already been transferred to plant-in-service. 

Customers are already receiving a benefit from this investment, and the customer 

advances relating to these projects have already been recognized as a reduction to rate 

base. Third, by including CWIP in rate base in this proceeding, the time period between 

this rate case and the next rate filing by UNS Gas will hopefully be extended. Since the 

cost and time involved with rate case preparation are very significant for a small utility 

like UNS Gas, the extension of time between rate filings is beneficial to both the 

Company and its customers. While UNS Gas will likely be required to file rate cases on 

a regular basis, neither the Company nor its customers are served by forcing the 

Company to file a rate case shortly after the case concludes. Finally, the recognition of a 

large negative acquisition adjustment to rate base must be recognized. As a result of the 

purchase of the gas properties by UniSource Energy in 2003, current UNS Gas customers 

are benefiting from a significant discount to the original cost of the gas distribution 

system. 
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VIII. DEMAND-SIDE MANAGEMENT, EDUCATION AND LOW-INCOME 

PROGRAMS. 

Q. 

A. 

Q. 
A. 

Mr. Pignatelli, what has UNS Gas done for DSM, education and low-income 

programs? 

UNS Gas offers its customers an on-line energy audit to help customers improve their 

homes’ energy efficiency. The Company’s Web site also offers energy savings tips for 

those customers that do not want to conduct an audit. Additionally, the Company provides 

consumer education about safety, energy efficiency, increased gas costs, and low-income 

discount programs. 

The Company’s low-income programs include Low-Income Weatherization (“LIW”), 

Warm Spirits and the Customer Assistance Residential Energy Support (“CARES”) Pricing 

Plan. In addition, low-income customers are exempt from the PGA Surcharge. 

What is UNS Gas proposing for DSM? 

UNS Gas is proposing to add DSM for residential and commercial customers which are 

described in Mr. Gary A. Smith’s testimony. Residential programs include enhancements 

to the existing LIW program, a residential new construction program and a furnace retrofit 

program. Commercial programs include an HVAC retrofit program and a commercial gas 

cooking efficiency program. 

UNS Gas is further requesting the creation of a DSM charge to be adjusted annually to 

fund the DSM programs, including LIW. Based on the Company’s analysis, these new 

programs can be implemented by UNS Gas for approximately $1,051,616 annually, and 

the programs are targeted to reduce energy consumption by 2 1 1,833 therms annually. The 

DSM charge, as set forth in more detail in Mr. Tobin L. Voge’s testimony, will initially be 

set at $0.007608 per therm. 
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Q. 
A. 

Q. 
A. 

What kind of consumer education does UNS Gas provide? 

UNS Gas provides several media campaigns designed to educate the public on energy 

efficiency and the dangers involved with gas leaks. These consumer outreach efforts 

include Spanish and English bill inserts promoting energy efficiency tips, print and radio 

advertisements encouraging customers to enroll in UNS Gas’ CARES low-income 

assistance program, and Spanish and English bill inserts notifying customers of UNS Gas’ 

latest projections for winter gas prices. Customers can also contact their local UNS Gas 

office for more energy saving advice. 

UNS Gas also provides safety education and outreach to customers for Blue Stake and 

carbon monoxide issues. Spanish and English bill inserts, print advertisement in major 

daily and weekly newspapers and Spanish and English radio spots request that customers 

contact Blue Stake before they dig. Similar media outlets are utilized to educate families 

on carbon monoxide safety and what to do if they smell natural gas. 

Does UNS Gas have programs that offer assistance to low-income consumers? 

Yes. These programs are explained in more detail by Mr. Smith but as a general overview, 

UNS Gas offers the LIW, as I’ve discussed above, the CARES Pricing Plan, and a Warm 

Spirit Program. Low-income customers also are exempt fiom paying the PGA surcharge 

approved by the Commission in October 2005. 

The CARES Pricing Plan provides low-income customers a discount on their gas bill. 

UNS Gas is proposing a change to increase the amount of discount that a CARES customer 

would receive. On average a low income customer on the CARES Pricing Plan would 

receive a 34% increase in annual dollars saved. Mr. Voge’s testimony discusses the 

changes to the CARES tariff in more detail. 
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[X. 

Q. 

4. 

In December 2004, the Commission approved UNS Gas’ request to modify the CARES 

pricing plan to make it easier for customers to apply for the program. As a result, UNS 

Gas’ low-income participants can be enrolled in the program in less than 20 days rather 

than the 30 to 45 days it took under the previous program. UNS Gas also reduced the 

burden to participants to re-certify themselves for the program every year, and was 

authorized by the Commission to re-certify random samples of participants every two 

years. 

The Warm Spirit Program provides emergency bill payment assistance during the winter 

heating season. In 2004, UNS Gas contributed $50,000 to the program and began 

matching its customers’ contributions to the program dollar for dollar in 2005. Those 

matching contributions totaled approximately $24,000 in 2005. 

In Decision No. 68241 (October 25, 2005), the Commission approved a per therm PGA 

surcharge. UNS Gas agreed in connection with Decision No. 68241 to exempt customers 

enrolled in the CARES program from paying the surcharge. Exempting CARES customers 

from the PGA surcharge resulted in a reduced PGA bank balance collection of $308,731 

from November 2005 through March 2006. 

THE COMMISSION SHOULD APPROVE A HIGHER MONTHLY CUSTOMER 

CHARGE AND A DE-COUPLING MECHANISM FOR DISTRIBUTION 

REVENUES. 

Mr. Pignatelli, please describe UNS Gas’ proposal for a higher monthly customer 

charge. 

Mr. Voge will address the specifics of our proposal. However, I will provide an overview 

of the Company’s recommendation and request. 
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Q. 
A. 

Currently most if not all of a gas utility’s transmission, distribution and commodity costs 

are recovered on a volumetric basis. By that, I mean that the cost of acquiring natural gas 

and delivering it to customers is recovered through rates that were caIcuIated on a basis of 

test year therm usage. So, if customer usage is similar to test year usage, costs are 

recovered as anticipated. However, higher than expected usage can increase margin 

revenues beyond anticipated levels, while lower usage can result in an under-recovery of 

the utility’s costs. 

In this case, UNS Gas requests the Commission to design rates that recover a greater share 

of the Company’s fixed costs through a higher fixed customer charge. UNS Gas also 

proposes a de-coupling mechanism that would “true up” the remaining volumetric charges 

to levels anticipated by test-year usage. Both changes will serve to create rates that treat 

customers more equitably while balancing the interests of the Company and its customers. 

What are the advantages of this rate design that UNS Gas is proposing? 

This approach is more economically sound than the current rate design because it aligns 

more closely to the true costs of service. The cost of providing transmission and 

distribution service to individual UNS Gas customers does not vary significantly with 

usage. Yet the current rate structure recovers the bulk of those fixed costs through 

volumetric charges. This forces higher usage customers - typically those living in colder 

areas of UNS Gas service territory - to subsidize the true cost of serving lower-usage 

customers. 

The rate design we have proposed relies on a higher average monthly charge to recover 

most transmission and distribution costs, which are incurred regardless of whether the 

customer uses any gas. For example, owners of luxury summer homes would have to pay 

the true cost of having gas hooked-up and available, even if they do not use any gas during 
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Q. 
A. 

Q* 

A. 

the high-usage winter months. Similarly, this proposal would ease the burden on low- 

income customers in cold-weather climates who currently subsidize the fixed costs of 

customers in more temperate areas of UNS Gas’ geographically diverse service territory. 

The more equitable rates that result from this change will mitigate the subsidies inherent in 

current rates while sending much clearer price signals about the true costs of service. 

Has UNS Gas proposed ways to mitigate the impact of a higher customer charge? 

Yes. The proposed increase in the average monthly customer charge calls for a higher 

charge fkom April through November and a lower charge during the four remaining 

winter months. This will help equalize customers’ year-round bills by reducing fixed 

costs during a period when the commodity portion of bills is typically at its peak. Also, 

the proposed revision of the CARES tariff described in more detail by Mr. Smith would 

provide low-income customers with a significant discount off the fixed monthly charge. 

How would the Throughput Adjustment Mechanism (“TAM”) proposed by UNS Gas 

improve the collection of costs that remain tied to volumetric charges? 

Because the volumetric charge will be based on test-year gas usage, customers will end 

up paying too much or too little for that portion of their service if usage strays from 

anticipated levels. Eliminating such uncertainty will benefit both the Company and its 

customers by providing a greater opportunity for fair recovery of the costs allocated in 

this proceeding. The de-coupling mechanism proposed by UNS Gas will accomplish this 

goal by either reducing or increasing the collection of volumetric margin revenues to 

match anticipated levels. This mechanism also will allow UNS Gas to implement the 

comprehensive energy conservation program proposed in this filing without threatening 

the volumetric margin revenues needed to serve its customers’ growing needs and earn a 

fair rate of return. 
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Q. 
A. 

X. 

Q. 

A. 

How would this TAM work? 

The proposed TAM would work similarly to the PGA that has been in effect for many 

years. Just as the PGA fluctuates to account for variations in the cost of gas, the TAM 

would be adjusted to account for changes in usage per customer (“UPC”). The under- 

recovery of costs due to reduced UPC in any period would be “trued-up” in future periods 

through use of a volumetric surcharge. Similarly, any over-recovery would be refunded to 

customers through a volumetric credit on future bills. In this way, both the Company and 

its customers would enjoy a more equitable, reliable and balanced collection of volumetric 

costs. Mr. Voge describes the TAM in greater detail in his direct testimony. 

WITNESSES. 

Mr. Pignatelli, in addition to you, who are the witnesses that are filing direct 

testimony for UNS Gas in this case? 

UNS Gas is presenting the direct testimony of officers and managers who have direct 

responsibility for the subject matter about which they will testify. In addition, UNS Gas is 

presenting expert testimony regarding depreciation rates and methodology. The following 

individuals are presenting testimony in this proceeding: 

Mr. David G. Hutchens. Mr. Hutchens is the General Manager, Fuels and Wholesale 

Power for TEP and its affiliates, including UNS Gas. He will testify about: (1) UNS Gas, 

Inc.’s Price Stabilization Policy, including the proposed pre-approval of the UNS Gas 

procurement practices; and (2) the proposed modifications to the PGA mechanism. 

Mr. Kentton C. Grant. Mr. Grant is the General Manager, Financial Planning and 

Customer Pricing for TEP and its affiliates, including UNS Gas. Mr. Grant will testify 

about UNS Gas’: (1) financial condition; (2) capital structure; (3) cost of equity; (4) cost of 
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debt; ( 5 )  weighted average cost of capital; (6)  rate base treatment for CWIP; and (7) the 

financial impact of the Company’s rate request. Mr. Grant will also sponsor the following 

schedules: 

A-3 Summary of Capital Structure 

A-4 

D-1 thoughD-4 Cost of Capital 

F-1 thoughF-4 Financial Projections 

Construction Expenditures and Gross Plant in Service 

Mr. Dallas J. Dukes. Mr. Dukes is the Director of Revenue Requirements for TEP and its 

affiliates, including UNS Gas. He will testify concerning the UNS Gas income statement, 

and adjustments to the income statement for regulatory purposes, including various 

adjustments to expenses. He will also sponsor the following schedules: 

A- 1 

A-2 Summary Results of Operations 

A-5 

C-1 

C-2 

Computation of Increase in Gross Revenue Requirements 

Summary Changes in Financial Position 

Adjusted Test Year Income Statement 

Income Statement Pro Forma Adjustments 

Ms. Karen G. Kissinger. Ms. Kissinger is the Vice President, Controller and Chief 

Compliance Officer for UniSource Energy. She is also the Vice President and Controller 

of UNS Gas. She will testify concerning the Company’s financial statements and rate 

base. She will sponsor the following schedules: 

B-1 through B-5 Rate Base 

c-3 

E-1 throughE-9 

Computation of Gross Revenue Conversion Factor 

Financial Statements and Statistical Data 
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XI. 

Q* 
A. 

Mr. Gaw Smith. Mr. Smith is a Vice President and General Manager of UNS Gas. Mr. 

Smith will discuss the following: (1) an operational overview of the Company; (2) capital 

spending since the acquisition; (3) productivity gains, technology improvements and other 

cost containment strategies; (4) a summary of UNS Gas’ low-income assistance programs; 

(5) the Company’s DSM programs; and (6) changes to UNS Gas’ Rules and Regulations, 

including a new extension of line tariff. 

Dr. Ronald White. 

concerning depreciation rates and methodology. 

Dr. White is a consultant for UNS Gas. Dr. White testifies 

Mr. Tobin L. Voge. Mi. Voge is the Manager of Pricing and Economic Forecasting for 

TEP and its affiliates including UNS Gas. Mi-. Voge will testify about: (1) weather 

normalization; (2) year-end customer annualization; (3) cost of service; (4) rate design; and 

(5) the proposed de-coupling mechanism. Mi-. Voge will sponsor the following schedules: 

G-1 through G-7 

H-1 through H-5 

Cost of Service 

Effect of Proposed Rate Schedules 

SUMMARY. 

Mr. Pignatelli, please summarize the requests UNS Gas is making in this case: 

We are requesting the following: 

(1) A rate increase of approximately 7% compared to test year revenues or an 

approximately 21% increase compared to pro forma test year revenues (excluding 

gas cost revenues), to allow UNS Gas to recover its expenses and e m  a reasonable 

return on its investment; 
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Modifications to our PGA mechanism, to address current deficiencies in the 

mechanism, including problems posed by volatile prices and delayed and 

inadequate price signals. Specifically, these modifications are: 

A. 

B. 

C. 

D. 

E. 

F. 

Bandwidth. The band should be eliminated, or in the alternative 

temporarily increased to $.25 per therm and then eliminated. 

Increase Interest. The interest earned on the PGA bank balance should 

reflect UNS Gas’ actual cost of new debt, which is LIBOR plus 1.5%. 

Regulatory Asset. When the bank balance is greater than two times the 

threshold level, UNS Gas should earn its weighted average cost of capital as 

determined in its most recent rate case. Currently, this is 9.05%. Our 

proposed weighted average cost of capital in this case is 8.80%. 

Symmetrical threshold. The new threshold level for under-collected bank 

balances established in Decision No. 68325 ($6,240,000) should also be 

adopted as the threshold level for over-collected bank balances. 

Capital Structure. The Commission should declare that it will not include 

debt related to the bank balance in UNS Gas’ capital structure for the 

purpose of calculating UNS Gas’ weighted average cost of capital. 

Surcharges. When surcharges are needed, the Commission should approve 

a surcharge large enough to eliminate the PGA bank balance within a 

reasonable period. 

A finding that UNS Gas’ past gas procurement practices and current UNS Gas 

Price Stabilization Policy .are prudent; 

Prospective approval of UNS Gas’ gas procurement practices; 

Adoption of a charge for DSM programs; 

Approval of requested rate design and revenue TAM; and 

Approval of requested changes to the Company’s Rules and Regulations, including 

the Company’s line extension policy. 
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Mr. Pignatelli, does this conclude your direct testimony? 

Yes, it does. 
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1. 

Q. 
A. 

Q* 
A. 

Q-  
A. 

INTRODUCTION. 

Please state your name and business address. 

My name is James S. Pignatelli. My business address is One South Church Avenue, 

Tucson, Arizona, 85701. 

Are you the same James S. Pignatelli that filed Direct Testimony in this case? 

Yes. 

What is the purpose of your Rebuttal Testimony? 

The purpose of my testimony is to provide a general response to the Direct Testimony 

filed by the intervenors and specifically to the Direct Testimony filed on behalf of 

Commission Staff and the Residential Utility Consumer Office (“RUCO”). UNS Gas, 

Inc. (“UNS Gas”) disagrees with several of the rate base and operating income 

adjustments Staff and/or RUCO recommended. Specifically, I take issue with the 

recommendations to exclude construction work in progress (“CWIP”) from rate base. 

Also, UNS Gas does not agree that either Staffs or RUCO’s cost of capital and rate of 

return recommendations is fair or reasonable. In light of the Arizona Court of Appeals 

decision regarding Chaparral City Water Company, UNS Gas is now recommending that 

the cost of capital be applied to the Company’s fair value rate base. In addition, I 

summarize some of the differences the Company has with certain observations and 

recommendations the intervenors make about the Company’s Demand Side Management 

(“DSM”) programs, UNS Gas’ purchased gas adjustor (“PGA”), and gas procurement 

practices. Further, UNS Gas strongly disagrees with Staffs and RUCO’s rate design 

proposals. First, their rate design does not move UNS Gas sufficiently close to cost- 

based rates. Second, Staffs and RUCO’s proposals will continue the subsidies from 

cold-weather climate customers - including low-income cold-weather climate customers 
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[I. 

Q* 
A. 

- to warm-weather climate customers. UNS Gas has provided substantial 

evidence to justify approval of its proposed Throughput Adjustment Mechanism 

(“TAM”) that decouples the Company’s dependence on natural gas consumption to meet 

its revenue requirement and allows it the opportunity to earn its authorized rate of return. 

Finally, 

RATE BASE AND OPERATING INCOME ADJUSTMENTS. 

What is UNS Gas’ general reaction to Staff‘s and RUCO’s proposed adjustments? 

I will provide general comments to some of the adjustments Staff and/or RUCO propose. 

1. Construction Work in Progress (“CWIP”). 

Mr. Kentton C. Grant for UNS Gas specifically rebuts both Staffs and RUCO’s 

recommendations to exclude CWIP from rate base. Including C W P  in rate base will 

help the Company maintain its financial integrity and UNS Gas provides ample evidence 

justifying its inclusion. There is no requirement that “extraordinary circumstances” must 

be shown to justify CWIP inclusion. Even so, Mr. Grant clearly explains how growth is 

causing UNS Gas to raise substantial sums of additional capital to find the necessary 

plant investments to service that growth. Further, because natural gas prices are so 

volatile, UNS Gas is exposed to large gas deferral balances and customers using less 

natural gas. I have seen no evidence from Staff or RUCO rebutting the Company’s 

evidence that growth causes these adverse impacts, and that regulatory lag is causing a 

net adverse impact on the Company. Mr. Grant shows that there will be an annual 

revenue deficiency of $1.2 million attributable to customer growth and plant investment 

during 2006. Mr. Grant also explains that, because the C W P  balance is composed of 

many short-lived construction projects, not including CWIP in rate base will hurt UNS 

Gas’ earnings. Including CWIP will help UNS Gas’ cash flow and its level of earnings. 

And requesting CWIP in rate base does not dampen the positive effects of the negative 
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acquisition adjustment to ratepayers established in Decision No. 66028 (July 3, 2003) 

approving the UniSource Energy Corporation (“UniSource”) acquisition of the electric 

and gas assets formerly owned by Citizens Communications Company (“Citizens”). 

Customers are receiving the full benefit of the negative acquisition adjustment. UNS Gas 

provides more than substantial evidence as to why the Commission should approve 

including CWIP in rate base. 

2, Geographic Information System (“GIs”) Expenditures. 

Both Staff and RUCO oppose the Company’s proposed treatment of these expenditures. 

Based upon a directive from the Commission’s Pipeline Safety Section to Citizens in 

2002, the Company initiated locating and mapping into GPS all existing service lines. 

Mr. Dallas J. Dukes for UNS Gas explains that the Company had believed that this was a 

capital project, until the misclassification was corrected in the final quarter of the test 

year. But the fact remains that these costs are to ensure safe and reliable service to 

customers, and will benefit present and future customers. Neither Staff nor RUCO state 

that the expenditures are imprudent. The Company does not need an accounting order for 

the Commission to determine and grant rate base treatment and recovery as requested in 

this case. The Company believes it has provided substantial evidence warranting its 

requested rate base treatment and Mr. Dukes details that evidence in his Rebuttal 

Testimony. 

3. Pre-acquisition gross plant and reducing Test-Year Accumulated 

Depreciation. 

Ms. Karen G. Kissinger discusses these adjustments in detail in her Rebuttal Testimony. 

RUCO contends that UNS Gas did not substantiate plant additions made from October 

29, 2002, through August 11, 2003 (ie. from the date of the Acquisition Agreement to 

the date when the acquisition was completed.) Ms. Kissinger provides several exhibits in 
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her Rebuttal Testimony showing how UNS Gas maintained its records in accordance with 

the FERC Uniform System of Accounts (“USOA”) or received approval for the final 

accounting for the acquisition of the former Citizens’ electric and gas assets. Also, Ms. 

Kissinger notes that the Company provided in data responses the analyses and 

reconciliation for Plant in Service and CWIP from December 2001 through August 2003 

received from Citizens, as well as monthly reports, fixed asset and depreciation files for 

UNS Gas. Combined audited financial statements for 2002 were provided in data 

responses substantiating the amounts RUCO questions. 

Ms. Kissinger also provides a detailed analysis showing how the Commission implicitly 

accepted the depreciation rates the Company uses in this case. RUCO advocates using 

depreciation rates from Decision No. 58664 (June 16, 1994), which was a rate case for 

the gas assets then owned by Citizens. But while Decision No. 66028 -- and the 

Settlement Agreement approved by that decision -- do not specifically mention new 

depreciation rates, Ms. Kissinger shows that Exhibit B to that Agreement includes the 

new depreciation rates proposed originally in Citizen’s request in its rate case filed in 

2002. Based on that evidence, it is clear the depreciation rates UNS Gas uses here are the 

same rates used to calculate the revenue requirements that were approved in Decision No. 

66028. 

4. Compensation Adjustments. 

Instead of looking at these programs as a net savings to customers, Staff and RUCO 

merely look at these programs as additional costs. That is inappropriate. Programs like 

UNS Gas’ Performance Enhancement Plan (“PEP”) are geared heavily toward providing 

benefits to customers and reducing costs to customers, while also promoting increased 

safety and customer service. Programs like the PEP motivate and encourage employees 

to be more efficient and improve performance. As Mr. Dallas J. Dukes explains in his 
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Rebuttal Testimony, the PEP is really “at risk compensation” and average PEP payouts 

are necessary to attract and retain employees. The term “Incentive Compensation’’ that 

Staff and RUCO use to describe these plans and programs is inaccurate. Similarly, UNS 

Gas also opposes disallowances to Officer’s Long Term Incentive Program because those 

costs are a vital component to a competitive compensation program for Officers’ total 

compensation. Mr. Dukes describes how the Company has a reasonable compensation 

program in order to keep valued executives to the benefit of customers. For the same 

reasons, the Company opposes Staffs treatment of its Deferred Compensation Plan. 

Finally, Mr. Dukes explains how Staffs and RUCO’s adjustments to the Company’s 

proposed Supplemental Executive Retirement Plan (“SERP”) expenses are inappropriate. 

5. Other Rate Base and Operating Income Adjustments. 

Mr. Dukes discusses many other Staff and RUCO adjustments in his testimony and 

shows why the Company believes its requests are appropriate, or offers a modification to 

the Company’s original position. Those areas include the following: 

Nonrecurring Severance Payment Expense. 

Legal Expense. 

Workers Compensation Expense. 

Membership and Industry Association Dues. 

Fleet Fuel Expense. 

Postage Expense. 

Corporate Cost Allocations. 

Bad Debts and Uncollectible Expense. 

Out-of-Period Expenses. 

Customer Service Costs. 

Rate Case Expense. 
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111. 

Q. 
A. 

Q. 
A. 

0 So-called “Unnecessary” Expenses. I note that Gary A. Smith also provides Rebuttal 

Testimony on this subject. In short, the Company should not be required to provide 

specific documentation for every single item out of the hundreds of items under $50. 

Such a standard would be absurd and would require the Company to undergo a costly 

and burdensome process that would benefit no one. Even so, Mr. Smith provides 

ample description of how these expenses relate to performing leak surveys, safety 

audits, and training in operations, welding and emergency response - where 

personnel are on the road for significant periods of time. Further, RUCO also 

disallowed amounts directly related to preserving the safety of pipelines. To disallow 

these amounts would be unfair. 

COST OF CAPITAL. 

What are the cost of capital recommendations from Staff and RUCO? 

Staff recommends an overall cost of capital of 8.12%, based on a cost of equity of 10.0%’ 

a cost of debt of 6.60% and the capital structure of 44.67% equity and 55.33% debt. 

RUCO recommends an overall cost of capital of 7.93%, based on a cost of equity of 

9.64%, cost of debt of 6.23% and a hypothetical capital structure of 50% debt and 50% 

equity. Neither Staffs nor RUCO’s recommendations are sufficient or reasonable. 

What was the Company’s cost of capital recommendations in its Direct Testimony? 

Mr. Kentton C. Grant for UNS Gas explained in his Direct Testimony the reasons that the 

Company’s 8.80% cost of capital recommendation was just and reasonable. His 

conclusion was based on a cost of equity of 13.0%, a cost of debt of 6.60% and a 

hypothetical capital structure of 50% equity and 50% debt. The Company stands by its 

recommendations here. In his Rebuttal Testimony, Mr. Grant details the problems with 

both Staffs and RUCO’s recommendations. 
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Q. 
A. 

Q. 

A. 

Would you highlight some of those problems? 

Certainly. Neither Staff nor RUCO account for the increased business risks faced by 

UNS Gas, nor do they account for the Company’s need to raise substantial additional 

capital to fund the significant amount of growth occurring within UNS Gas’ service 

territory. Also, neither Staff nor RUCO did any analysis on how their recommendations 

affect the Company’s cash flow or earnings. While Arizona may be a fair value state, 

this does not mean factors like the Company’s ability to attract capital or its financial 

integrity should be ignored. The Company is not proposing a new ratemaking 

methodology; rather, UNS Gas is requesting the Commission to look at these important 

factors within the reguIatory framework established. The bottom line is that the 

Company will be at a competitive disadvantage when it comes to attracting capital 

compared to other gas distribution companies if either Staffs or RUCO 

recommendations are adopted. 

In light of the recent decision involving Chaparral City Water Company, is UNS Gas 

modifying its overall rate of return recommendation? 

Yes. UNS Gas believes its cost of capital recommendation of 8.80% should be applied to 

fair value rate base. That is, UNS Gas’ 8.80% cost of capital should also be its rate of 

return on its fair value rate base. But to the extent this calculation would result in a 

higher rate increase than originally proposed by the Company, UNS Gas would still 

propose to be limited to the original rate relief sought in the Company’s rate application. 
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IV. 

Q. 

A. 

Q. 

A. 

DEMAND-SIDE MANAGEMENT (“DSM”). 

Will an additional witness testify in response to Staff’s Direct Testimony about 

DSM? 

Yes. Ms. Denise A. Smith - who is the Director of Conservation and Renewable 

Programs at Tucson Electric Power Company (“TEP”) - is providing Rebuttal Testimony 

on DSM issues. I will provide some general comments here. 

What are your general comments regarding Staff‘s Direct Testimony regarding 

DSM? 

The Company is not opposed to many of Staffs recommendations on DSM. We are 

willing to abide by the following Staff recommendations: 

That UNS Gas will file detailed program proposals as soon as possible, even though 

the Company still plans joint implementation of some measures with UNS Electric, in 

order to achieve economies of scope and scale. 

That UNS Gas will file a portfolio plan and individual DSM program proposals for 

the programs the Company is recommending be implemented for UNS Gas 

customers. 

That UNS Gas continues to monitor and evaluate its DSM programs to make sure 

those programs are operating effectively. To do so, the Company is proposing a 

baseline study as a necessary component to assess the success level for each program. 

That UNS Gas provides more detailed information about how UNS Gas markets the 

Low-Income Weatherization (“LIW”) program. 

Having said that, the Company does have some concerns with, and recommends some 

modifications to, Staffs position. 
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Q. 
A. 

Q. 
A. 

V. 

Q. 
A. 

What changes is UNS Gas proposing? 

First, the Company is concerned about Staffs emphasis on the Societal Cost Test to 

determine the cost-effectiveness of particular DSM programs. We do not believe that 

should be the only test used to evaluate programs. The Company has an obligation to 

balance costs to ratepayers and other economic concerns with environmental concerns. 

To do that, the Company believes several tests should be employed to evaluate DSM 

programs - including the Total Resource Cost Test and the Ratepayer Impact Measure. 

Ms. Smith will discuss these in more detail. Also, UNS Gas believes it can provide a 

more comprehensive report annually within 90 days after the end of each year. Staff is 

recommending reports be filed twice a year. 

What about Staff‘s proposed DSM Adjustor Mechanism? 

While the Company agrees with the Staffs recommendation to utilize a DSM Adjustor 

Mechanism, we propose to include 50 percent of the funds estimated for new DSM 

programs and the cost of the LIW program in the DSM Adjustor Mechanism immediately 

upon the Commission rendering a decision in this case. UNS Gas is very close to 

implementing several programs and to not allow some recovery of these start-up costs 

precludes the Company from recovery for several months. So, instead of $0.00082 per 

therm, the Company proposes to recover $0.004148 per therm through the DSM Adjustor 

Mechanism when the Commission issues an order in this case. 

UNS GAS’ PGA AND GAS PROCUREMENT ISSUES. 

What is UNS Gas’ response to Staff and RUCO’s recommendations about the PGA? 

Both Staff and RUCO disagreed that the bandwidth should be removed. We still believe 

that the bandwidth both prevents customers from receiving accurate price signals and 

increases the chances that large deferrals will occur in the PGA bank balance. Mr. David 
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Q. 

A. 

Hutchens will detail this problem in his Rebuttal Testimony. But the Company can 

accept RUCO’s recommendation to increase the bandwidth from $0.10 per therm to 

$0.20 per therm. Staff recommends only increasing the bandwidth to $0.1 5 per therm 

Further, we understand and support Staffs rationale that no threshold for under-collected 

balances should trigger an application for a PGA surcharge. This will allow us the 

flexibility to seek more modest surcharges when needed. We can also abide by $10 

million threshold for over-collections. With regards to the PGA bank interest rates, the 

volatility and one-directional nature of bank balances (i. e. those balances being 

constantly under-collected) has been different than what was originally envisioned. UNS 

Gas is merely asking to recover the actual borrowing rate for the PGA bank balance, and 

propose that this interest rate apply to both over- and under-collected balances. 

What is your reaction to Staff‘s recommendations about UNS Gas’ Procurement 

Practices? 

I am disappointed that Staff is recommending that UNS Gas’ Price Stabilization Policy 

not be approved. As I emphasize in my Direct Testimony, we are trying to encourage 

active Staff participation before the fact, so that we can avoid trying to recreate 

circumstances that existed at the time of purchase which is very difficult to do with 

volatile and quickly-changing prices. In order to alleviate Staffs concerns, we are 

proposing to remove options with substantial cost for premiums. The Company also 

commits to continuing its detailed review of its Procurement Practices and providing this 

policy for the Commission’s review and approval. We would re-urge our original request 

that the Commission approve its Price Stabilization Policy, for the reasons Mr. Hutchens 

further explains in his Rebuttal Testimony. 
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VI. 

Q. 
A. 

I am encouraged, however, that Staff found the Company’s practices reasonable and 

prudent. But Staff was mistaken about some aspects of UNS Gas’ procurement practices. 

For instance, UNS Gas’ practices are significantly different from those of Citizens, 

because we acquire a portion of gas supplies 36 months in advance of actual deliveries. 

In addition, Mr. Hutchens also addresses portions of Staff witness George E. 

Wennerlyn’s analysis, looking at prices UNS Gas paid versus the spot market prices. Mr. 

Hutchens shows that UNS Gas saved its customers $6.5 to $9 million through hedging in 

advance in accordance with UNS Gas’ Price Stabilization Policy during the audited 

period (September 2003 through December 2005). Mr. Hutchens also provides testimony 

showing that using the 36-month purchasing strategy did not result in additional cost to 

the Company. 

RATE DESIGN AND LOW INCOME PROGRAMS. 

What is your response to the alternative rate design proposals? 

I am not surprised that neither Staff nor RUCO fully endorse our proposed rate design. 

But I am surprised Staff and RUCO basically ignore the fact that under UNS Gas’ current 

rate design, cold-weather customers - particularly high-use customers - subsidize warm- 

weather customers. There is no doubt that distribution costs are largely fixed costs, yet 

the bulk of these costs are recovered through volumetric rates. UNS Gas’ proposed rate 

design sought to provide more rate stability to the Company. At the same time, the 

Company proposed seasonal rates so that cold-weather customers would not subsidize 

warm-weather customers to the degree that subsidization is occurring now. We also want 

to send significantly more accurate price signals through rates. Unfortunately, neither 

Staffs nor RUCO’s proposals really get us significantly closer to sending accurate price 

signals. To these points, Mr. D. Bentley Erdwurm provides significant detail justifying 

the Company’s proposed rate design in his Rebuttal Testimony. 
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Q* 
A. 

Q. 

A. 

Q. 

A. 

Why do you believe the Company’s rate design proposal will not stifle conservation? 

Because the cost of gas will still provide a strong incentive for customers to conserve. 

The current and projected price of natural gas ranges from 60 to 70 cents per therm. That 

price is reason enough to provide incentive to customers to conserve using natural gas 

whenever they can. And because the base cost of gas will be zero and because the entire 

cost of gas will be part of the Company’s PGA, customers will realize what the true cost 

of natural gas is, and therefore better understand how their natural gas use directly affects 

their bills. In short, customers will very likely conserve due to the price and volatility of 

natura1 gas prices; the Company’s rate design will not dampen this incentive. Neither 

Staff nor RUCO can show that a decrease of 12 cents per therm in the volumetric rate 

will halt or even slow down customers’ incentive to conserve, when natural gas prices are 

between 60 to 70 cents per therm. 

Do you have any comments about Staffs testimony regarding the Customer 

Assistance Residential Energy Support (“CARES”) program? 

Yes. UNS Gas continues to believe that a flat monthly discount of $6.50 per month is 

preferable to maintaining the current discount of $0.15 per therm for the first 100 therms 

during the winter months. We further disagree with Staffs position that the incentive to 

conserve is removed by changing the discount, for reasons explained in Mr. Erdwurm’s 

Rebuttal Testimony. 

Will the Company work towards expanding participation in the CARES programs 

to eligible customers? 

Yes. Gary A. Smith discusses this in his Rebuttal Testimony. 
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Q. 

A. 

VII. 

Q. 
A. 

Miquelle Scheier, the witness for the Arizona Community Action Association 

(‘CACAA”), describes ACAA’s concerns about UNS Gas’ proposals with regards to 

rate design and low income programs. Do you have a general response to her Direct 

Testimony? 

Yes. Mr. Smith will discuss and respond to all of ACAA’s concerns in his Rebuttal 

Testimony, but let me start out by saying that the Company is always willing to sit down 

with ACAA and try its best to address ACAA’s concerns. That being said, the Company 

has proposed rates to best shield low-income customers while also designing rates to best 

give it the opportunity to recover its revenue requirement. The Company believes it 

struck that balance with its rate design. For many of ACAA’s other concerns, the 

Company is not quite sure what ACAA is requesting and needs further clarification. 

I was disturbed to learn of ACAA’s accusations that UNS Gas is somehow referring 

customers to “predatory lenders’’ who charge additional fees. I believe Ms. Scheier to be 

mistaken. My understanding is that the Company has not encouraged customers to use 

pay day loan businesses to pay their bills. But the fact remains that some customers 

choose to do so nonetheless. The Company, however, covers bill payment fees for 

customers who pay in cash at payment locations so long as they are not near a UNS Gas 

facility. Mr. Gary Smith responds to this allegation in his Rebuttal Testimony. 

THROUGHPUT ADJUSTMENT MECHANISM (“TAM”). 

Do you still believe that the Commission should approve the TAM? 

Yes. If the Commission truly wants to encourage and support conservation of natural 

gas, then it must look at non-traditional means to break the link between customer’s use 

of natural gas and the Company’s ability to earn its rate of return being tied to the 

consumption of natural gas. Adopting a decoupling mechanism will promote energy 
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Q- 

A. 

efficiency because the Company does not have to rely on customers using natural gas in 

order to have that opportunity to earn its return. Mr. Erdwurm provides further testimony 

on the TAM and why it should be approved. 

Are you personally aware of support for similar types of decoupling mechanisms 

from other organizations? 

Yes. I know that the American Gas Association (“AGA”), the American Counsel for an 

Energy-Efficient Economy (“ACE’”) and the Natural Resources Defense Council 

(“NRDC”) issued a joint statement to the National Association of Regulatory Utility 

Commissioners (“NARUC”) in 2004 supporting decoupling mechanisms like what UNS 

Gas proposes here. Further, NARUC issued a resolution on November 16,2005, 

emboldening state commissions to consider decoupling mechanisms. I know decoupling 

mechanisms have been approved in several states. Mr. Erdwurm will provide more detail 

on this in his Rebuttal Testimony. 

VIII. WITNESSES. 

Q. 
A. 

Mr. Pignatelli, who are the witnesses providing Rebuttal Testimony for UNS Gas? 

The witnesses who provided Direct Testimony who are also providing Rebuttal 

Testimony are as follows: 

0 Mr. David G. Hutchens. 

0 Mr. Kentton C. Grant. 

0 Mr. Dallas J. Dukes. 

0 Ms. Karen G. Kissinger. 

0 Mr. Gary A. Smith. 
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Q. 
A. 

In addition, Ms. Denise A. Smith will provide Rebuttal Testimony regarding the 

Company’s DSM programs. Finally, Mr. D. Bentley Erdwurm provides Rebuttal 

Testimony regarding rate design issues, the CARES program and the Company’s 

proposed TAM and will adopt Mr. Tobin L. Voge’s Direct Testimony in this case. 

Does that conclude your Rebuttal Testimony? 

Yes it does. 
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Mr. Pignatelli, have you reviewed the Surrebuttal Testimony filed by the Commission 

Staff and Intervenors in this case? 

Yes, I have. 

Mr. Pignatelli, please address why the Company discussed the recent Chaparral 

decision in its Rebuttal Testimony? 

Our discussion was intended as a placeholder as issues surrounding the decision unfold. 

The decision provides guidance on the determination and utilization of fair value rate base 

in rate cases before the Commission. I believe how the Commission reacts to the decision 

may have an impact on how rates will be set in all future cases before the Commission. 

Accordingly, the Company raised the decision in this case. 

Mr. Pignatelli, on page 1 of her Surrebuttal Testimony, Ms. Scheier criticizes the 

Company for "sending customers to predatory lenders to meet their payment 

obligations." Do you have any response? 

While I understand Ms. Scheier's Surrebuttal Testimony is an attempt to clarify ACAA's 

concern, her allegation of the Company's "irresponsibility" continues to suggest that, due to 

the availability of pay day loan services at some locations, the Company is somehow 

encouraging customers to enter into such loan agreements in order to pay their UNS Gas 

bills. As discussed in the Rebuttal and Rejoinder Testimonies of Gary Smith, this is simply 

not the case. Customers could make the decision to enter into such agreements even if 

UNS Gas retained all of its branch offices and the customer needed cash to pay his or her 

gas bill, or even if there were "ATM-like Kiosks" as Ms. Scheier suggests. The decision to 

close some branch offices and offer alternative locations for our cash paying customers was 

made in an effort to keep down costs for all of the Company's customers, including those 

low income customers for which Ms. Scheier testifies. 
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Q. 
A. 

As for her confusion as to the treatment of additional fees, I am sorry that she was not 

aware of UNS Gas' practice in this regard. Again, UNS Gas pays any additional fee 

charged by payment locations as long as the customer does not have the option of paying at 

a nearby UNS Gas facility. The bill insert, provided in Mr. Smith's rebuttal testimony, 

that was sent to customers last year in anticipation of the lobby closures clearly outlined 

each location's payment options, including use of various cash-payment vendors and 

courtesy drop boxes for checks and money orders-both of which are available without a 

fee in these locations. Locations where lobbies remained open are listed on our website as 

having a fee apply when customers choose a cash agent instead of utilizing the customer 

lobby available to them. 

Mr. Smith can provide additional information about the Company's payment options. UNS 

Gas strives to offer its customers as many payment options as possible, while at the same 

time, keeping down the costs that are ultimately paid by customers. 

Does this conclude your Rejoinder Testimony? 

Yes. 
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I. 

Q. 
A. 

Q. 
A. 

P. 
4. 

INTRODUCTION. 

Please state your name and business address. 

My name is David G. Hutchens. My business address in One South Church Avenue, 

Tucson, Arizona 85701. 

By whom are you employed and in what capacity? 

I am employed by Tucson Electric Power Company (“TEP”). My position .is General 

Manager, Fuels and Wholesale Power. In this role, I oversee the wholesale fuel and power 

procurement, trading, marketing and risk management functions for TEP and its affiliates, 

UNS Electric, Inc. (I‘UNS Electric”) and UNS Gas, Inc. (“UNS Gas” or the “Company”). 

Please describe your education and experience. 

I received a Bachelor of Science degree in Aerospace Engineering fi-om the University of 

Arizona in 1988 and a Master of Business Administration degree from the University of 

Arizona’s Eller Graduate School of Management in 1999. 

I was commissioned into the United States Navy in 1988 and served as a Nuclear-Trained 

Submarine Line Officer until 1993. From 1993 to 1994, I worked as a Process Engineer 

for Alcatel Telecommunications Cable in Roanoke, Virginia. From 1994 to 1995, I worked 

as the Instrumentation and Control Team Leader for Magma Copper Company in San 

Manuel, Arizona. 

I was hired by TEP in 1995 as an Analyst in Product Planning and Development. In 1996, 

I moved into TEP’s Wholesale Marketing Department as an Energy MarketedTrader. I 

was promoted to Supervisor of the area in 1999 and Manager in 2001. I was promoted to 

by current position of General Manager in 2003. In this role, I oversee the contracting and 
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Q. 
A. 

[I. 

Q. 
A. 

Q. 
A. 

procurement of coal and natural gas supply as well as the electricity supply, trading, risk 

management and marketing functions for TEP and its affiliates. 

What areas will you be discussing in your direct testimony? 

In my direct testimony, I discuss: (i) UNS Gas’ natural gas procurement and hedging 

policies; and (ii) recommended changes to the Purchase Gas Adjustor (“PGA”) 

mechanism. 

UNS GAS, INC. PRICE STABILIZATION POLICY. 

How does UNS Gas currently procure its natural gas supply? 

UNS Gas currently has a full requirements agreement with BP Energy Company (“BP”) to 

supply and schedule all of UNS Gas’ natural gas needs (the “BP Agreement”). The BP 

Agreement was assigned to UNS Gas when it purchased the Arizona gas assets from 

Citizens Communications Company (“Citizens”). 

How is the pricing of the natural gas determined pursuant to the BP Agreement? 

The pricing of the natural gas supplied is fully dependent on how and when UNS Gas 

purchases the gas. The BP Agreement allows for UNS Gas to fix the price of any amount 

of its requirements ahead of time for delivery in future months. This allows UNS Gas to 

“hedge” a portion of its future prices. These fixed price hedges are made pursuant to UNS 

Gas’ Price Stabilization Policy (“Price Stabilization Policy”) discussed in more detail later 

in my testimony. The remaining amount of UNS Gas’ natural gas requirements is priced 

using short term or spot market gas indices for the supply basin in which the gas is 

received. These indices include First of the Month (“FOM’) Gas indices which reflect 

prices for delivery for the entire month and Daily indices which are based on prices for 
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Q. 

A. 

Q. 
A. 

daily gas delivery. Prior to the beginning of each month UNS Gas informs BP how much 

of its remaining forecasted gas requirements will be purchased based on these two indices. 

Besides BP supplying and scheduling UNS Gas’ natural gas needs, what are other 

significant provisions of the BP Agreement? 

BP also optimizes UNS Gas’ transportation capacity by re-marketing the excess capacity 

to third parties. The profits from these activities are split 50/50 with UNS Gas. UNS Gas’ 

portion is credited to purchased gas costs to reduce the natural gas and transportation costs 

passed on to its customers. 

Have there been changes to the BP Agreement since its assumption by UNS Gas? 

Yes. There have been two major changes to the BP Agreement, both of which were the 

result of changes to the pipeline transportation contract between UNS Gas and El Paso 

Natural Gas (“EPNG”) (the “EPNG Contract”). First, in 2003, the EPNG Contract was 

restructured by the Federal Energy Regulatory Commission (“FERC”) from a full 

requirements contract to a contract with fixed monthly maximum contract quantities.’ This 

meant that UNS Gas now had fixed and defined maximum amounts of gas transportation 

that could be taken in each month. This change also defined specific rights for supply basin 

receipts thus limiting UNS Gas’ access to the cheaper gas from the San Juan basin. As a 

result of these changes, a small amount of natural gas supply during some months is 

subsequently supplied and priced out of the Permian basin. 

Second, in 2006, strict new tariffs for EPNG took effect as part of EPNG’s on-going rate 

case at FERC.2 These tariffs include strict imbalance tolerances and penalties. Imbalance 

is the difference between how much gas is scheduled into the pipeline and how much is 

actually taken out of the pipeline, or used. Prior to this change, BP was responsible for 

See FERC Docket WOO-336. 1 

‘ FERC Docket RP05-422. 
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Q* 
A. 

Q* 

A. 

forecasting UNS Gas’ load and for all pipeline imbalance and billed UNS Gas based on 

actual usage. This provided that any mismatch between what BP scheduled and what UNS 

Gas actually used was managed completely by BP and UNS Gas simply paid for gas based 

on its actual usage. As a result of EPNG implementing these new imbalance tolerances and 

penalties, UNS Gas is now responsible for forecasting its load and the imbalance on the 

EPNG system and pays BP for gas on a scheduled basis. 

Do you expect more changes to the BP Agreement in the future? 

Yes. The increased scheduling and penalty complexities implemented by EPNG in June, 

2006 will greatly increase the amount of administration necessary to schedule UNS Gas’ 

gas supply. This will cause increased administrative and scheduling costs to BP. This cost 

increase is coupled with a reduced amount of transportation capacity available for BP to 

optimize due to the increased need for capacity to avoid penalties. This will likely require 

changes to the BP Agreement or for UNS Gas to manage its gas scheduling internally. 

You mentioned that the BP Agreement allows UNS Gas to fix (or, in other words, 

hedge) the prices of future deliveries. Please provide an overview of UNS Gas’ Price 

Stabilization Policy. 

UNS Gas has a detailed hedging policy, the Price Stabilization Policy attached as Exhibit 

DGH-1, that requires UNS Gas to enter into fixed price volumes for portions of its 

estimated load in advance. The Price Stabilization Policy dictates that UNS Cas purchase 

fixed price volumes up to three years in advance in fixed monthly amounts. The minimum 

amount of gas that is hedged in this manner is 45% of the estimated monthly load. UNS 

Gas also has the flexibility to enter into additional fixed price hedges, subject to internal 

review. The remaining gas is priced in the short-term and spot gas markets as previously 

discussed. 
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A. 

Q. 

A. 

How often is UNS Gas’ Price Stabilization Policy updated? 

The Price Stabilization Policy is thoroughly reviewed and updated on an annual basis to 

take into account the changing natural gas market dynamics. 

What changes has UNS Gas made to this year’s Price Stabilization Policy to address 

the changes in the natural gas market? 

The increase in natural gas prices and volatility led to three changes in UNS Gas’ Price 

Stabilization Policy for 2006. 

First, UNS Gas increased the frequency of hedges to once per month from its previous 

practice of three times per year and made the corresponding reductions in fixed 

percentages to hedge the same amount per year. This change will help reduce the effect of 

short-term price variations in UNS Gas’ overall portfolio of hedges by providing a more 

mechanistic “dollar cost averaging” approach. It should be noted that the previous 

approach served UNS Gas and its customers very well in 2005 by hedging the majority of 

the fixed volumes for the 2005-2006 winter before the prices started increasing rapidly 

later in the year. However, with volatility in the natural gas market as it is, UNS Gas 

believes it prudent to make these changes. 

Second, UNS Gas has shifted to completing the minimum 45% hedge volumes to two 

months in advance of the delivery month. This will avoid the higher volatilities seen in the 

two months before delivery. 

Third, in order to avoid fixing prices in the midst of the extreme volatility of natural gas 

prices during the height of hurricane season, UNS Gas is not required to make any hedges 

during the months of August through October. UNS Gas does, however, retain the 
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A. 

Q. 

4. 

flexibility to make discretionary purchases during this period to take advantage of 

favorable market opportunities. 

What other changes in the natural gas market are affecting the way UNS Gas 

procures and hedges gas? 

EPNG filed a rate case with significantly higher rates that went into effect January 1,2006 

(subject to refund) and new services that went into effect June 1, 2006. Besides the 

obvious price impact of the new rates for existing services and the cost of new services, the 

imbalance penalty provisions that EPNG is implementing will change the way UNS Gas 

must procure gas. Given the large variation of daily load in UNS Gas’ service area and its 

desire to avoid imbalance penalties, UNS Gas expects to purchase a larger portion of its 

gas in the daily spot market. In order to remove the price risk associated with an increased 

reliance on the daily market, UNS Gas will need to employ financial hedging tools. UNS 

Gas has included simple types of these tools, such as fixed price swaps, in its current Price 

Stabilization Policy. 

Mr. Hutchens, do you believe that UNS Gas’ procurement policies and practices are 

prudent? 

Yes, I do. UNS Gas’ procurement policies are prudent because: 

1. UNS Gas utilizes a diversified portfolio approach to provide a mix 
of long-term, mid-term, short-term and spot market prices in its gas 
supply; 

2. We have a thoroughly developed Price Stabilization Policy that 
provides a mechanistic dollar cost averaging approach to hedging 
long-term (greater than one year) and mid-term (greater than one 
month); 

3. We utilize liquid market indices for determining the prices of 
short-term (monthly or First of the Month) and spot (daily) gas 
prices; and 

4. We have thorough annual reviews of OUT Price Stabilization Policy 
and oversight from the highest levels of our organization through a 
Risk Management Committee. 
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111. 

Q- 
A. 

Mr. Hutchens, are you requesting that the Commission approve UNS Gas’ Price 

Stabilization Policy as set forth in Exhibit DGH-1 to your testimony in this rate case? 

Yes, we are. We believe that instead of the Commission attempting to second guess, after 

the fact, the individual acts that UNS Gas transacted in connection with gas procurement 

and hedging, it is more productive and beneficial to customers that the Commission review 

the policies and approve them prospectively. That way the Company will know the clear 

direction of the Commission and act accordingly. If the Company acts within the approved 

policies, its transactions will be conclusively prudent. 

UNS GAS PGA MECHANISM. 

Please provide an overview of the problems caused by the current PGA mechanism. 

The PGA no longer allows UNS Gas “to react to market fluctuations expediently in the 

regulatory environment in order to avoid severe impact on the Company’s earnings and rate 

shock to the customers” as originally intended.3 The current volatile natural gas market 

has exposed weaknesses in the PGA mechanism that cause significant delays in the 

recovery of gas costs incurred by UNS Gas. These delays severely impact the customer’s 

ability to make informed consumption decisions that reflect actual costs. The delays also 

impact the Company’s cash flows, which ultimately could have a negative effect on its 

earnings. Moreover, as bank balances are increased and surcharges imposed, it is 

inevitable that the Company’s customers will see significant increases in their bills. 

In order to avoid unintended negative consequences of the PGA, the existing mechanism 

must be modified to meet the specific circumstances in UNS Gas’ service territory and the 

unprecedented price volatility in today’s natural gas markets. The deficiencies existing in 

the current PGA mechanism include: (1) inappropriate price signals; (2) the potential for 

Citizens Utilities Co., Decision No. 58664 (June 16, 1994) at 64. 
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A. 

large bank balances to accumulate, recovery of which causes price fluctuation and rate 

shock; (3) below market interest allowed to be earned on the bank balance; (4) an 

inappropriately narrow bandwidth; and (5) the potentially adverse impact on UNS Gas’ 

ability to devote capital to other necessary investments to serve its customers. Contributing 

to these problems is the volatile nature of the natural gas market. The current PGA 

mechanism was not designed to adequately cope with such volatility. Thus, it should be 

revised to correct these deficiencies. 

Summarize the changes you are recommending to UNS Gas’ PGA mechanism in this 

rate case. 

UNS Gas recommends that the Commission make the following revisions to the PGA:4 

1. 

2. 

3. 

4. 

5. 

6. 

Base Cost of Gas. UNS Gas is recommending that there be no 
base cost of gas in its rates. Rather the base cost of gas should be 
rolled into the PGA rate. 

PGA Bandwidth. The band should be eliminated, or in the 
alternative, increased to $.25 per therm for an interim period of 
time and then eliminated. 

PGA Bank Interest. The interest earned on the PGA bank 
balance5should reflect UNS Gas’ actual cost of new debt, which is 
LIBOR plus 1.5%. When the bank balance is greater than two 
times the threshold level, UNS Gas should earn its weighted 
average cost of capital as determined in this rate case. 

Bank Balance Thresholds. The new threshold level for under- 
collected bank balances established in Decision No. 68325 
($6,240,000) should also be adopted as the threshold level for 
over-collected bank balances. 

Capital Structure. To the extent the PGA bank balances result in 
long-term financing, that debt should be excluded from the cost of 
capital calculation in rate case proceedings. 

Surcharges. When surcharges are required, the Commission 
should approve a surcharge large enough to eliminate the bank 
balance in a reasonable time period and allow for timely recovery. 

The majority of these issues were raised by UNS Gas in Docket No. G-04204A-06-0013, “Application to Review 

“LIBOR stands for “London Inter-Bank Offering Rate,” and is a commonly used benchmark interest rate. 

4 

and Revise Purchased Gas Adjustor” which also includes a detailed history on the PGA mechanism. 
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A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Has UNS Gas made similar proposals before? 

Yes, in its pending Application in Docket No. G-04204A-06-0013. We will be asking that 

docket be consolidated with this case. I adopt the Application in that docket as part of my 

Direct Testimony in this case, contingent upon the Commission granting our request for 

consolidation. 

A. Base cost of gas. 

Please discuss UNS Gas’ recommendation for its base cost of gas in this rate case? 

UNS Gas is recommending that there be no base cost of gas in its rates. Rather, the entire 

cost of gas should be rolled into the PGA Rate. However, the PGA Rate would not include 

any PGA surcharge or surcredit. The new PGA Rate would be exactly the same as the 

combination of the base cost of gas and the former PGA Rate. In other words, it would 

equal the previous 12 months weighted average cost of gas. 

Why is UNS Gas proposing this change to the base cost of gas? 

UNS Gas’ customer bills currently include portions of total gas commodity costs in line 

items for the Basic Cost of Service (which includes the Base Cost of Gas and the 

Distribution Margin), the PGA Rate, and a PGA Surcharge or Surcredit, if applicable. 

UNS Gas is proposing this change to simplify its bill by making all the pass through 

commodity costs separate and distinct from the Distribution Margin and more clearly 

labeled such that customers can easily determine the commodity cost portion of their bills. 

What would be the new commodity cost billing rate components on UNS Gas bills? 

UNS Gas bills would include the following two components: (i) the PGA Rate (the rolling 

12 month average cost of gas); and (ii) the PGA surcharge or surcredit, if applicable. Thus, 

one line item on customer bills will include the commodity cost and one line will set forth 
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Q. 
A. 

Q. 
A. 

any surcharge or surcredit -- thus allowing customers to easily see the changing cost of gas 

component separate from the distribution component. A separate volumetric charge would 

remain to cover those fixed distribution costs not recovered by the fixed monthly charge. 

Is there any precedent for this recommendation? 

Yes. In Southwest Gas Corporation’s (“SWG”) most recent rate case a similar 

recommendation was made by Staff and accepted by the Commission! The Commission 

also approved a similar change in the recent Duncan Rural Services Corporation rate case.7 

How would the 12 month PGA Rate band be applied to this new gas cost structure? 

As discussed more fully below, UNS Gas is recommending that no band be applied to how 

much thePGA Rate can change in 12 months. Upon implementation of the new PGA Rate 

structure, the PGA Rate will increase significantly as it absorbs the base cost of gas. Such 

appropriate increase would be artificially limited by any band that the Commission should 

apply. This could lead to drastic under recovery of gas costs if not addressed. To remedy 

this problem, UNS Gas recommends that no band be applied to changes to the PGA Rate. 

If the Commission ultimately decides a band is necessary, for the first 12 months after 

UNS Gas new rates go into effect, that band should apply to a comparison of the new 

monthly PGA Rate to the sum of the base cost of gas and the monthly PGA rate in prior 

months. A similar proposal was approved by the Commission in the SWG rate case that I 

previously mentioned. 

i Decision No. 68487 (February 23,2006). 
Decision No. 68599 (March 23,2006). 
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Q. 

A. 

B. PGA bandwidth. 

Explain why UNS Gas is recommending elimination of the 12 month band on the 

PGA Rate. 

The purpose of the PGA is to allow UNS Gas to recover its gas costs in a reasonably timely 

fashion while smoothing out price fluctuations for customers. The primary means to 

smooth out prices is the 12-month rolling average feature of the PGA Rate. As an 

additional protection, the Commission added a “band” which further limits movement of 

the PGA Rate. The band was intended to come into play only in extraordinary 

circumstances, and not on a routine basis. 

Contrary to the original intent of the band, it has come into play much more fiequently than 

anticipated due to the significant increases in natural gas prices and the extreme volatility 

of those prices. Because it has come into effect so often, the band limit no longer acts as a 

price smoothing device. Instead, the band has completely severed the link between the cost 

of gas and the allowed recovery level such that no meaningful price signals are sent to 

customers. In other words, the band no longer just limits price volatility, it limits the PGA 

fiom reflecting fundamentally higher prices of gas. This causes the PGA to act like an 

“out-of-control credit card,” piling up debt that the customers must pay off later. It is also 

equally important to recognize that in an environment of dropping commodity prices the 

absence of an artificial band allows the benefit of lower commodity costs to be passed on to 

customers sooner. 

To eliminate undue financial risk for UNS Gas and its customers, and to send the proper 

price signals, the PGA band limit should be eliminated. This will allow the rolling average 

of the PGA to accurately reflect the true, long-term cost of gas while still using the 12- 

month rolling average to smooth out price fluctuations. UNS Gas submits that a band is 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

not a necessary component of a PGA. However, should the Commission believe that a band 

is necessary, the Commission must avoid setting the band at an inappropriate level. When 

the band is too narrow, it does not protect customers. Rather, it harms them by removing 

needed price signals and causing them to run up a huge debt because they do not know the 

true cost of gas they are consuming. It also harms UNS Gas, who must bear the burden of 

the bank balance until it is paid off. In sum, the current constrictive band of 10 cents 

should be eliminated, or in the alternative, increased to at least 25 cents, but only for an 

interim period of time and then eliminated. . 

C. PGA bank interest. 

What changes to the PGA Bank interest rate is UNS Gas requesting in this docket? 

UNS Gas is requesting that it be allowed to recover one of two rates, depending on the size 

of the PGA bank balance. One rate would apply to bank balances below twice the PGA 

bank balance threshold (the threshold is currently $6.24 million) and one rate would apply 

to the PGA bank balance above twice the threshold. 

What is UNS Gas’ recommendation for the interest rate on levels below twice the 

PGA bank balance threshold? 

UNS Gas recommends that the interest earned on the levels below twice the PGA bank 

threshold should reflect UNS Gas’ actual cost of new debt, which is LIBOR plus 1.5%. 

Why is UNS Gas recommending this change in the interest rate? 

The PGA mechanism was not intended to create large bank balances; thus, the use of a 90- 

day interest rate. When bank balances did exceed the threshold, it was anticipated that 

surcharges would be approved that would promptly reduce the bank balances. In recent 

times, it has taken more than two years for some gas costs to be recovered through the PGA 
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surcharge. In such circumstances, it is critical to have an adequate interest rate for use in 

computing carrying charges on the bank balance, reflecting the significant unrecovered 

costs as well as the duration between cost incurrence and cost recovery. 

Unfortunately, the applicability of the current interest rate is flawed, because it is not 

tailored to UNS Gas and it does not reflect UNS Gas’ actual costs. The current rate - like 

the rest of the PGA - was set on a “generic” basis, rather than being tailored to each utility. 

Each utility is different, and the PGA for each utility should reflect these differences. The 

current interest rate does not take into account UNS Gas’ actual cost of new debt. 

Moreover, the current interest rate (the three month commercial financial paper rate8) is 

well below the actual interest rate that UNS Gas must pay to borrow the funds needed to 

buy the gas required by its customers. 

Under its revolving credit facility, UNS Gas pays interest at a rate of LIBOR plus a credit 

spread of 1.5%. Thus, when the PGA does not cover the cost of gas, UNS Gas borrows 

money at this rate to pay for the gas it buys for its customers. UNS Gas is only allowed to 

recover a lower interest rate on the PGA bank balance - the three month commercial 

financial paper rate. As of the end of May, LIBOR plus 1.5% is 6.03% while the three 

month non-financial commercial paper rate is 4.43%. For every dollar borrowed to fund 

the PGA bank balance, UNS Gas loses money as a result of the spread between interest 

paid and interest earned, even if the bank balance is ultimately paid off. 

A PGA, when it is operating as it is intended to, provides the utility with no profit (and no 

losses) on the gas that it purchases for its customers. The utility at best only recovers its 

gas costs, dollar-for-dollar. UNS Gas potentially loses money on each sale because costs 

not currently recovered are deferred to a tracking account upon which interest is accrued at 

Decision No. 68600 (March 23, 2006). 
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A. 

Q. 
A. 

Q. 
A. 

a low rate. The inability to recover interest costs that UNS Gas is incurring is confiscatory 

and must be remedied. 

What is UNS Gas recommending for treatment of large PGA bank balances above 

twice the PGA bank threshold level? 

When the actual PGA bank balance is greater than two times the Commission-approved 

threshold level, as has occurred under the existing PGA mechanism, it is clear that 

continuing to report the asset as “short-term” on the Company’s balance sheet (meaning 

that it will be settled in its entirety within one year) is no longer appropriate. Instead, it 

should more correctly be considered working capital (similar to materials, supplies, plant 

and equipment) as it requires UNS Gas to commit longer-term investment capital. 

Therefore, UNS Gas should be allowed a carrying cost at a rate equal to UNS Gas’ 

authorized weighted average cost of capital as determined in this proceeding. 

D. Bank balance thresholds. 

What recommendations is UNS Gas making for the bank balance thresholds? 

We are recommending that the new threshold level for under-collected bank balances 

established in Decision No. 68325 ($6,240,000) should also be adopted as the threshold 

level for over-collected bank balances. 

What is the rationale for this change to the over-collected bank balance threshold? 

A requirement that applies to both a utility and its customers should be symmetrical. 

Symmetry demonstrates that the requirement was designed in a fair and even handed 

manner. The PGA threshold applies to both under-collected amounts (owed by customers) 

and over-collected amounts (owed by the utility). In order to be fair to both the ratepayers 
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4. 

and shareholders, symmetry should prevail, with the same threshold level applying to both 

under-collected and over-collected bank balances. 

E. Capital Structure. 

What is UNS Gas proposing with respect to the impact of the PGA mechanism on 

UNS Gas’ capital structure? 

If the PGA mechanism results in UNS Gas accumulating significant PGA bank balances, 

additional debt financing will likely be required. This additional debt may impact the 

Company’s capital structure and weighted cost of capital, thus altering the determination of 

revenue requirements in rate cases. Because the current PGA mechanism provides for the 

accrual of carrying charges on the monthly balance (notwithstanding the inadequacy of the 

current interest accrual rate as previously described), the PGA bank balance would not be 

includible in rate base for ratemaking, even though long-term debt issues are normally 

reflected in capital structure. As a result, the computed overall rate of return to be applied 

to rate base would be artificially diminished, as would be the computed overall revenue 

requirement. UNS Gas respectfully requests that the Commission specifically find that any 

additional long-term debt issued solely to support the PGA bank balance be excluded from 

the determination of the cost of capital in this rate case and future UNS Gas rate case 

proceedings. 
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F. Surcharges. 

What is UNS Gas proposlag w 

PGA mechanism? 

th respect to the nature o the surcharge under the 

When surcharges are required, the Commission should approve a surcharge large enough 

or a recovery period short enough, to eliminate the bank balance in a reasonable time 

period. This is important to ensure that customers who used the gas that resulted in the 

bank balance increase and surcharge will also pay the surcharge. 

Does this conclude your testimony? 

Yes, it does. 
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1 Introduction 

1.1 Purpose 

The UNS Gas, Inc. Price Stabilization Policy addresses the procurement methodology that is to be 
employed to stabilize the price of natural gas through forward hedging activities. 

1.2 Objectives 

I 
I 

0 

0 

0 

Define hedge policy including purchasing mechanisms that can be used to support price 
stabilization. 
Define and monitor the line of authority, responsibility and accountability. 
Monitor hedge positions and provide periodic reports to Senior Management that details total 
hedge position. 

2 Hedge Procedure 

2.1 Overview 

The intent of this hedge policy is to create price stability for UNS Gas ratepayers. Due to the recent 
high volatility in the natural gas markets, over-reliance on spot market purchasing could expose the 
ratepayer to extreme price fluctuations of natural gas. This exposure combined with the current PGA 
mechanism for purchased gas cost recovery can also expose UNS to mismatches in revenues and 
expenses and require frequent PGA adjustments to rectify. Some spot market purchasing is prudent and 
a portion of the portfolio will be purchased in that manner. Entering into fixed price forward gas 
purchases will be the primary strategy used by UNS to stabilize gas prices. To execute this strategy 
several tools will be employed such as forecasts of both demand and gas prices, price and calendar 
triggers and various purchasing mechanisms. 

2.2 Hedge Strategy 

2.2.1 Time Horizon 
A mix of physical and physical gas acquisitions and their respective time horizons will be the basis for 
this hedge strategy. This mix will consist of: 

Monthly Purchases (near-term) 
0 

0 

Purchases Less than one year with Fixed Price Transactions (mid-term) 
Purchases Greater than one year with Fixed Price Transactions (long-term) 
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UNS Gas will begin purchasing for its gas requirements for any given month approximately three years 
in advance. 

2.2.2 Non-Discretionary & Discretionary Purchases 

Non-Discretionary Purchases: A target level of 45% of the Estimated Monthly Gas Load prices will be 
fixed two months prior to the beginning of each month. Non-discretionary purchases will be made 
utilizing monthly calendar triggers to insure this 45% minimum is met. Purchases will not be made in 
the months of August thru October due to the historical volatility added by hurricanes Analysis has 
shown that there are regular oscillations within price trends with a typical low point in the third week of 
each month. On or before the 20th of each month (the “trigger date”), purchases will be made to bring 
the total fixed price monthly volume (including discretionary purchases) up to at least the percentage in 
Appendix 1. The table represents purchasing 15% of the Estimated Gas Load each year so that at the 
end of 3 years the 45% minimum purchase goal will be realized if no other purchases were made. 
Monthly purchases should serve to dollar cost average the gas positions and optimize the purchase 
schedule. Trigger dates analysis will be an ongoing process to confirm their potential. 

Discretionary Purchases: Discretionary purchases may be made in excess of the Non-Discretionary 
purchases. In general, these purchases are made with the intent of taking advantage of favorable 
purchasing opportunities and/or reducing the amount of exposure to spot market prices during periods 
of high volatility. Any purchase made beyond 36 months will be considered a discretionary purchase. 
Discretionary and Non-Discretionary purchases will not exceed 80% of the Estimated Monthly Gas 
Load (70% in March, April, October and November shoulder months) to allow room for index 
purchasing and act as a buffer for lower than normal load. All discretionary purchases must be 
approved by the following three members of the RMC; CFO, COO Energy Resources and COO 
UniSource Energy Services. 

The Trader will prepare a documentation packet for each stabilization purchase (whether discretionary 
or non-discretionary) to memorialize the decision process for future reference. 

2.2.3 Physical Supply Location 

UNS Gas will hedge the majority of its gas requirements at the San Juan supply basin. All physical 
amounts hedged at San Juan will be within UNS Gas’ pipeline allocation from San Juan. These 
allocation limits may change from time to time and will be updated in the UNS Gas Book with current 
volumes allowed to be hedged at San Juan. The remaining physical hedges will be made at the Permian 
basin utilizing UNS Gas’ pipeline receipt points. 

2.3 Hedge Tools 
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2.3.1 Estimated Load for Hedging Purposes 

UNS Gas’ Estimated Load will be based on the annual budget forecasted load. Changes in year over 
year forecasts should be integrated into the stabilization plan and adjustments made to stay within the 
percentages discussed in section 2.2. 

Natural gas price forecasts will be based on hndamental indicators such as gas storage (both current 
and projected), temperature forecasts, gas production (both current and projected) and historic gas 
trends. 

2.3.3 Purchasing Mechanisms 

The following types of transactions will be used as the primary methods used to achieve price 
stabilization: 

Fixed price forward physical purchases at supply basins 
0 Daily swing purchases based on index prices 

The following types of transactions will be used as secondary methods to achieve price stabilization: 
0 

0 NYMEX Purchases 

Storage 

Natural gas call options, collars and swaps 

Basis Trades to convert NYMEX to physical supply basin. 

Financial hedges such as swaps or calls should be used to hedge any percentages above the 60% target 
level but may not exceed the maximum allowable hedge levels. This will retain operational flexibility 
for physical gas flow variations while still providing price stabilization. 

3 Authorized Transaction Characteristics 

In order to control gas purchasing, the following section outlines the specific physical transactions 
which may be entered into withoutprior approval fiom the Risk Management Committee. Any 
transaction not specifically authorized in this section must be approved by the RMC and receive any 
other necessary internal approvals. 

3.1 Authorized Transactions 

The Fuel and Wholesale Power group is authorized to enter into the following physical transactions 
without prior authorization fiom the Risk Management Committee within the confines of all controls, 
limits, and policies. All other transactions must have the express consent of the Risk Manager, the VP 
responsible for Fuels and Wholesale Power and one other Risk Management Committee member. 

0 Forward Physical Fixed Price Purchases: Trader may purchase San Juan or Permian gas blocks 
for terms and volumes described in Section 2.2. Physical purchases of San Juan gas shall not 
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exceed the allowable basin percentage allotment discussed in section 2.2.3. Trader may also 
purchase NYMEX gas coupled with a San Juan Basis which sum to be the equivalent of San 
Juan Physical gas. 

Forward Financial Fixed Price Swap Purchases: Trader may purchase San Juan or Permian 
fixed for index gas swaps for terms and volumes described in Section 2.2. The index should be 
matched to the desired portion of index purchases to be hedged (either Daily or First of the 
Month). 

UNS Gas has a program called the Negotiated Sales Program. NSP customers are T-1 
Transportation customers who can purchase gas fiom either UNS or the competitive market. 
The program allows UNS to sell these customers gas that is purchased on their behalf through 
UNS’ supplier. The NSP Trader interacts with the NSP customers and UNS’ key account 
managers to make forward purchases as requested by the customers. The customers may 
purchase NYMEX gas, basis or both for forward month deliveries. The NSP Trader will insure 
that the purchases made are entered into the customer’s accounts for future pricing and will also 
ensure that the transaction is within the credit limit of the customer if necessary. Both the Risk 
Manager and NSP Trader will insure that UNS does not take on any risk from these transactions 
by only purchasing gas per the NSP customer requests and insuring all costs are passed directly 
on to the NSP customer. 

0 

0 

4 Transaction Responsibility Assignments 

4.1 Stabilization Purchase Execution 

A purchase recommendation will be made to the Risk Manager by the Energy Trader responsible for 
UNS Gas Hedging for all purchases. Upon approval, the trader will place an order (market or limit) 
with the purchasing agent and consummate if the trigger is subsequently reached. An electronic 
confirmation will be generated by the purchasing agent and sent to the Energy Trader for filing. A 
trade ticket will be filled out by the trader with copies routed to the Risk Manager and Risk Controller. 

Abbreviations are as follows: 
T - Trader RM - RiskManager 
RC - RiskController A - AccountingBilling 
FA - Fuels Analyst 

1) Transaction Activities 
a) Execute trade 
b) Designate Accounting Treatment 
c) Complete trade ticket 
d) Enter transaction information in risk management system 
e) Ensure transaction is within limits 
f) MemorializationDocumentation 
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2) Contract Administration 
a) Maintain customer trading and scheduling information T,FA 
b) Maintain customer bilIing information 
c) Write and route transaction agreements T 
d) Maintain copies of executed transaction agreements 

A 

T 

3) Transaction Compliance 
a) Ensure proper recording of transactions RM 
b) Reconcile confirmation to trade ticket RC 
c) Reconcile transaction agreement to confirmation T, RC 
d) Reconcile confirmation to system data input and lock trade RC 
e) Deliver executed transaction agreement to counterparty T 
f )  Ensure that designated hedge volume is within forecast RM 

5) Transaction Settlement 
a) Reconcile gas invoices 
c) Initiate payment 
d) Ensure appropriate accounting and tax treatments 
e) Monitor and report late payment and nonpayment 

A 
A 
A 
A 

6 )  Position Control 
a) Gather and input forward price curves T 

c) Perform monthly portfolio review RM 
d) Prepare and distribute periodic valuation reports 

g) Perform market risk measurement RM 

b) Validate forward price curves RC 

RM 
e) Perform credit risk measurement RC 
0 Prepare and distribute periodic credit risk reports RC 

h) Track GAAP and SEC compliance 
i) Monitor and report violation of authorities, limits and policies 

RC, A 
RM, RC 

4.2 NSP Purchase Execution 

A purchase order will be requested by a NSP customer to the NSP Trader. The NSP Trader will enter 
into the transaction on the customer’s behalf and notify the customer of the exact price and terms. The 
Administrator will fill out a trade ticket and route copies to the Key Account Manager for NSP’s and 
Energy Settlements and Billing. A copy of the trade ticket will be maintained for the records. 

Abbreviations are as follows: 
NT - NSPTrader RM - RiskManager 
A - AccountingBilling 

1) Transaction Activities 
a) Execute trade 
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b) Ensure transaction is within customer credit limit 
c) Enter transaction information into NSP book 

2) Contract Administration 
a) Maintain customer trading and scheduling information 
b) Maintain customer billing information 
c) Write and route transaction agreements 

NT 
T 

NT 
A 
NT 

d) Maintain copies of executed transaction agreements NT 

3) Transaction Compliance 
a) Ensure proper recording of transactions RM 
b) Reconcile confirmation to trade ticket RC 

4) Transaction Settlement 
a) Reconcile gas invoices 
b) Initiate payment 
c) Ensure appropriate accounting and tax treatments 
d) Monitor and report late payment and nonpayment 

5 )  Monitoring 
a) Perform periodic NSP reports 
b) Notify RM of NSP issues 

A 
A 
A 
A 

NT 
NT 

4.3 Signing Authorities 

Transaction agreements for authorized transactions may be signed by the Risk Manager or any member 
of the RMC. All other agreements must be signed by the CFO or COO of Energy Resources. 

4.4 Risk Policy Acknowledgement 

The Risk Manager, Risk Controller and each Authorized Trader listed on Exhibit A will sign a copy of 
Exhibit B, “UNS Gas Hedge Policy Acknowledgement Form”. These forms must be filled out for each 
new revision of this Policy. The Risk Manager wilI maintain a record of the signed exhibits. 
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5 Management Reporting Requirements 

5.1 Overview of Management Reporting 

Accurate and timely information is crucial to the control and management of risk. All Risk 
Management Committee members, therefore, will receive a comprehensive set of reports on a monthly 
basis of the business unit’s risk profile and performance and updates of trading positions and limits. 
For the months when a quarterly Risk Management Committee meeting is scheduled, the reports will be 
distributed prior to the meeting together with written explanation of the major movements, along with 
the meeting agenda. 

The RMC report should be sufficient to provide adequate information to judge the changing nature of 
the risk profile and the business unit’s performance. All RMC members will be trained on the 
significance and understanding of a11 reports. 

5.1.1 Key Market and Credit Risk Reports 

The folIowing is a listing of selected high level reports appropriate forthe Risk Management 
Committee related to this gas stabilization policy. 

Gas Hedging Reports 
0 Current Hedges-Report of current gas hedges including percent of estimated monthly volume 

hedged, hedged prices, product types and current mark-to-market of hedges. 

Stress market scenario analysis and effect on the PGA bank; 

Policy exceptions--description of exceptions with recommendations as to corrective action 
required; 

0 

0 New transactions. 
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Exhibit A. 

Authorized Stabilization Trader 

Michael Bowling 

Ramondo Robey 

Authorized NSP Trader 

Craig Lipke 
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Exhibit B. 
UNS Gas Hedging Policy Acknowledgement Form 

I acknowledge that I have read UNS Gas, Inc. Price Stabilization Policy dated 
and I agree to comply fully with the parameters outlined. I understand that willful violation of limits set 
within these Policies may result in disciplinary action. 

(Signature) @ate) 

(Print Name) 
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I. 

Q- 
A. 

Q- 
A.  

Q- 

A. 

Q- 

A. 

INTRODUCTION. 

Please state your name and business address. 

My name is David G. Hutchens. My business address is One South Church Avenue, 

Tucson, Arizona, 85701. 

Are you the same David G. Hutchens that filed Direct Testimony in this case? 

Yes. 

Have you reviewed the Direct Testimony filed by the Commission Staff and 

Intervenors in this case? 

Yes, I have. 

Which Commission Staff and/or Intervenor Direct Testimony will you be addressing 

in your Rebuttal Testimony? 

In my Rebuttal Testimony, I will be addressing; 1) portions of Mr. Robert Gray‘s Direct 

Testimony for Commission Staff and Ms. Marylee Diaz Cortez’s Direct Testimony for 

Residential Utility Consumer Office (“RUCO”) on the Company‘s proposed changes to 

its purchased gas adjustor (“PGA”) Mechanism; 2) Mr. George E. Wennerlyn’s Direct 

Testimony for Commission Staff on the benefits of UNS Gas’ Price Stabilization Policy; 

and 3) Mr. Jerry E. Mendl’s Direct Testimony for Commission Staff on the various 

comparisons of UNS Gas- Price Stabilization Policy versus other methods and timing, a s  

well as his recommendation that the Commission not formally adopt U N S  Gas‘ Price 

Stabilization Policy. 
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11. 

Q- 

4. 

Q- 
4. 

Q .  

A. 

Q. 
A .  

THE PGA MECHANISM. 

Please provide an overview of the Intervenors Direct Testimony on UNS Gas’ 

proposal to set the base cost of natural gas to zero. 

Mr. Gray and Ms. Diaz Cortez both agree with the Company’s recommendation to set the 

base cost of gas at zero with a few caveats relating to customer education and transition. 

Please provide your response to Mr. Gray’s and Ms. Diaz Cortez’s Testimony. 

The Company agrees to provide customer education and transition provisions as Mr. 

Gray sets forth in his Direct Testimony. I note that these are the same provisions that the 

Commission approved for Southwest Gas Corporation in its last rate case - Decision No. 

68487 (February 23,2006). 

Please provide an overview of the Intervenors’ Direct Testimony on UNS Gas’ 

proposed elimination of the PGA Bandwidth? 

Mr. Gray for Staff states in his Direct Testimony, at page 7, lines 19 through 21, that he 

“believes that some movement to a wider bandwidth is warranted, but that UNS’ 

proposal to eliminate the bandwidth or expand it  to $0.25 per therm is moving too far.” 

Staff recommends that the PGA Bandwidth be expanded from the current $0.10 per 

therm to $0.1 5 per therm- Ms. Diaz Cortez for RUCO also does not support elimination 

of the PGA Bandwidth, but recommends doubling the bandwidth to $0.20 per therm. 

What is your response to Staffs and RUCO’s Testimony on the PGA Bandwidth? 

While both provide some relief to the issue presented by the Company, UNS Gas still 

believes that eliminating the PGA Bandwidth is still the best long-term solution given the 

current PGA Mechanism structure. The PGA Mechanism already mitigates significant 

month to month movement in the PGA Rate by using a 12-month rolling average of gas 

2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Q. 

4. 

Q- 
A. 

Q- 

A. 

costs to set the rate. This often creates a fag on collecting actual gas costs. Any 

bandwidth restriction only exacerbates the issue of large deferrals going into a large bank 

balance. When the bandwidth is met, the PGA Rate is limited from responding to the 

higher gas costs and these costs are then accumulated in the bank balance for future 

recovery from customers. At this point, the bandwidth creates a larger disconnect 

between the gas costs that the Company actually has incurred and/or is incurring, and 

what customers are paying through their bills. So, customers are not receiving accurate 

price signals needed to modify their gas consumption, and are defemng much of the 

actual costs that they will eventually have to pay, or future customers will have to pay, 

through a surcharge. 

Have other utilities under this Commission’s jurisdiction received significant PGA 

Bandwidth increases? 

Yes. In Decision No. 68599 (March 23, 2006) the Commission approved a PGA 

Bandwidth for Duncan Rural Services Corporation (“Duncan”) that can change up to 

$0.10 per therm per month, in essence providing the opportunity for the PGA Rate to 

change up to $1.20per thermperyear. 

Does this change the Company’s position on eliminating the PGA Bandwidth? 

No. To the contrary, it supports it. Duncan’s band is 12 times the current UNS Gas band 

and still six times that proposed by RUCO. For all practical purposes, Duncan’s wide 

band is equivalent to removing it altogether. 

Given Staffs  and RUCO’s Testimony on the PGA Bandwidth, can you see any 

common ground with the Company’s proposal? 

Yes. Given that Mr. Gray stated in his Direct Testimony at page 8, lines 1-2, that “Staff 

remains open to consideration of fiu-ther changes to the PGA Mechanism in the future, as 
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Q- 

A .  

Q. 

A. 

may be warranted”, the Company believes RUCO’s $0.20 per therm PGA bandwidth 

recommendation represents a reasonable compromise. The Company would also 

propose that the Commission look at wholesaIe changes to the PGA Mechanisms to 

provide more clear and prompt price signals to natural gas consumers. 

Please provide an overview of the Intervenors’ Direct Testimony on UNS Gas’ 

proposed change to the PGA Bank Balance Threshold? 

Staff recommends eliminating the under-collected balance threshold and setting the over- 

collected threshold at $1 0 million. RUCO agrees with the Company’s proposal to make 

the under-collected and over-collected thresholds symmetric at $6.24 million. 

Do you see any issues with eliminating the under-collection threshold as proposed 

by Staff? 

No, not when taken in the context of Staffs entire testimony on the matter. Mr. Gray for 

Staff acknowledges at page 9, lines 8-9, the flexibility currently afforded the Company in 

the existing mechanism in practice. He states “LDC’s have always had the flexibility to 

file for a PGA Surcharge (or credit) at any time as they see fit.” This same flexibility is 

provided if the under-collection threshold is eliminated. Mr. Gray states - at page 10 at 

lines 12-16, in his Direct Testimony - that “[elimination] of the threshold on under- 

collections would, in essence, provide the utility with the discretion to apply for a PGA 

surcharge when it believes such an action is warranted, while also providing the 

flexibility for UNS to avoid such an action if the Company believes changing market 

conditions do not require such a filing.” In other words, because the Company already 

has the discretion to file for a surcharge whenever it sees fit, the Company believes that 

Mr. Gray is reflecting that fact by simply recommending that the under-collected 

threshold be eliminated. The Company has no problem with that recommendation. 
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A. 

Q- 
A. 

Q- 
A. 

Does the Company have any concerns with the $10 Million threshold on over- 

coliections? 

No. While the Company proposed lower, symmetric thresholds for over and under- 

collections in this case, Staffs explanation of the merits of maintaining some, larger 

over-collection threshold is well reasoned. 

Please provide an overview of the Intervenors’ Direct Testimony on UNS Gas’ 

proposed PGA Bank interest rates? 

RUCO recommends using UNS’ proposed interest rate of LIBOR plus 1.5% for the bank 

balance. Staff recommends retaining the existing interest rate that is applied to UNS’ 

PGA Bank Balance (ie. the monthly three-month commercial financial paper rate), or in 

the alternative using the one-year nominal Treasury constant maturities rate. Neither 

party agrees with the Company’s proposal of using its weighted average cost of capital 

(“WACC”) when the balance exceeds two times its $6.24 million threshold. 

Does the Company propose any change to its filed PGA bank interest rate? 

Yes. Subsequent to its rate filing, the Company was able to lower the interest rate on its 

short-term revolving credit facility to LIBOR plus I%. It is this rate that we would now 

propose be used for the PGA bank balance. 

Did Staff have issue with the LIBOR-based rate? 

Yes. Staff states that the interest rates applied to PGA bank balances were never meant 

to reflect the LDC’s expected costs of borrowing. 
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Do you have any comments on this view? 

Yes. While the interest rates may not have been historically designed to reflect the 

LDC’s expected costs of borrowing, the size, duration, and one-directional nature of 

bank balances that the LDC’s have seen over the last several years were likely not 

envisioned at the time the PGA mechanism was developed. It was anticipated that the 

bank balance would fluctuate around zero with no significant mismatch in over- and 

under-recovery periods. Therefore, any mismatch that did occur would be insignificant. 

In order to prevent the LDC from incurring costs that it cannot recover, the interest rate 

on the bank balance should reflect its cost of borrowing. 

Would the LIBOR-based apply to both over- and under-collected balances? 

Yes. The Company would credit the bank balance at this same rate providing this higher 

benefit to customers for over-recovered balances. This makes it completely fair and 

balanced and aligns Company and customer interests for a bank balance that oscillates 

around zero. 

PROCUREMENT PRACTICES. 

Please provide an overview of your rebuttal on the procurement practice submitted 

by Staff witnesses George E. Wennerlyn and Jerry E. Mendl? 

While both Mr. Wennerlyn and Mr. Mendl find the Company’s procurement practices 

reasonable and prudent, 1 would like to make a few clarifications and comments on their 

analyses and recommendations. I also address Mr. Mendl’s recommendation that the 

Commission not approve UNS Gas’ Price Stabilization Policy. 
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A. 

Q. 

A. 

Is Mr. Wennerlyn’s correct in his belief that UNS Gas’ gas purchasing practices are 

similar to Citizen Communications Company’s (“Citizens”) practices? 

No. Mr. Wennerlyn states in his Direct Testimony at page 7, lines 7 to 9, that “Citizens‘ 

gas purchasing practices were similar to those followed by UNS Gas after the 

acquisition. Both had a plan to begin acquiring a portion of required gas supplies 36 

months in advance of actual deliveries.” This was not the case. Citizens only started 

acquiring gas supplies I2  months in advance of actual deliveries. Immediately after the 

acquisition of Citizens’ gas assets, UNS Gas revamped the Citizens Stabilization Policy 

and incorporated it into the UniSource Energy’s Risk Control Policies. This 

incorporation included adopting UniSource Energy’s strict transactional controls and 

administrative oversight and putting the policy under the purview of its Risk 

Management Committee. More substantially, the new policy required starting acquiring 

gas supplies 36 months in advance of actual deliveries. 

Do you have any comments about Mr. Wennerlyn’s comparison of UNS’ Weighted 

Average Cost of Gas (“WACOG”) vs. Market WACOG that he provides on page 9 

of his Direct Testimony? 

Yes. In Exhibit GEW-2 Mr. Wennerlyn’s “Retail Purchase Volumes” excludes pipeline 

fuel and is therefore actually a “city-gate” delivered volumes. This approach overstates 

the “Retail Commodity Only” price on GEW-2 and thus understates the savings of UNS 

Gas’ procurement practices. The “Retail Purchase Volumes” must be corrected to make 

its purchase costs and volumes both reflect “point of purchase.” This is required in order 

to make a valid comparison to Mr. Wennerlyn’s Market WACOG, which is also based 

on “point of purchase.” When that is done, the savings increase from about $3 16,000 to 

over $6 million as 1 demonstrate in Exhibit DGH-2. In addition, although Mr. 

Wennerlyn’s comparison of UNS Gas’ total average WACOG versus a First of the 

Month (“FOM”) index is a good barometer for procurement performance, it  does not 
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reflect a truly accurate benchmark. This is because UNS Gas‘ requirements cannot all be 

purchased at FOM prices as purchases need to be made in the daily market to account for 

daily load variation. 

How much were UNS Gas’ Price Stabilization purchases above or below the spot 

market prices? 

When the volume weighted hedge purchases that UNS Gas made under its Price 

Stabilization Policy are compared to FOM index pricing UNS Gas has saved 

approximately $6.5 million during the audited period (September 2003 through 

December 2005). These same purchases resulted in approximately $9 million of savings 

when compared to the spot market Gas Daily Index. These comparisons are shown in 

Exhibit DGH-3. No matter which index benchmark is used for comparison, it is clear 

that hedging in advance in accordance with UNS Gas Price Stabilization Policy during 

the audited period saved UNS Gas customers between $6.5 and $9 million. 

Would you agree with Mr. Wennerlyn’s conclusion that there was a “cost” to the 

36-month purchasing strategy? 

Not in this specific instance. While generally you would expect some cost associated 

with hedging, UNS Gas’ Stabilization Policy purchases resulted in substantial savings 

compared to the FOM and daily spot indices. Moreover, when you compare UNS Gas’ 

36-month advance purchase strategy to Citizens’ I 2-month advance purchase policy, 

UNS Gas saved a substantial amount because during the September 2003 to December 

2005 period markets were trending upward. For example, purchases made in 2004 for 

delivery in December of 2005 were due to the 36-month methodology. Had a 12-month 

methodology continued to be employed then the average purchase price of December 

2005 hedged volumes would have been closer to the cost of 2005 purchases ($8.21) than 

the final average hedged price of $6.26- The fixed price hedges for December would 
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A. 

Q- 

A.  

have then cost UNS Gas approximately $2 million dollars more if Citizens methodology 

were used. 

Please explain your understanding of what the table on page 12 of Mr. Mendl’s 

Direct Testimony? 

My understanding is that Mr. Mendl‘s table shows the distribution of gas hedges 

purchased from September 2003 through December 2005 that were for delivery in that 

same period. Each column sums to 100% to show how all purchases made during this 

period compare to the total hedged volume for the period. 

On Mr. Mendl’s table, all purchases range from 1 YO to 9% except for three purchases 

which range from 17% to 24%. These three purchases were executed in 2004 and were 

larger than normal due to make up purchases required for 2005 to transition from 

Citizen’s 12-month forward purchase schedule to the UNS Gas 36-month forward 

purchase schedule. The 1 YO to 9% range was driven by two main factors: 

1. 

2. 

Percentages vary due to changes to the annual forecast from one year to the next. 

Taking discretionary purchases into consideration as mentioned by Mr. Mendl. 

Please explain why you disagree with Mr. Mendl’s recommendation that the 

Commission should not approve UNS Gas’ Price Stabilization Policy? 

Mr. Mendl lists several reasons why the Policy should not be adopted by the 

Commission. I will address these reasons individually. 
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Q. 

A. 

Q. 

A. 

Q- 

A. 

Please address Mr. Mendl’s concern that the Policy would allow UNS Gas to 

stabilize prices using options and collars which could add to the cost without 

commensurate benefit to the ratepayer. 

This concern is unfounded. First, UNS Gas has never used these instruments and only 

has them as secondary hedging mechanisms to maintain the flexibility in its hedging 

instruments. Second, as Mr. Mendl points out, these options could incur substantial 

costs for premiums but do not necessarily do so. Mr. Mendl seems to portray all options 

with the same broad brush when some instruments, such as costless collars, do not 

require any premium payment. 

Is there a solution to eliminate Mr. Mendl’s concern that approval of the Policy 

would give some presumption of prudence for options that could incur these 

substantial costs/premiums? 

Yes. The Company would agree to remove these types of options from its Policy until a 

time when the use of these instruments has been hl ly  vetted by stakeholders and 

approved by the Commission. 

Please address Mr. Mendl’s concern that approval of the Policy would put the 

Company on “a~topilot” and not continually review its purchasing strategy. 

This is both inconsistent with the Company’s behavior and the P o k y  itself. The 

UniSource Energy Corporation Energy Risk Control Policies Manual requires its Risk 

Management Committee to review and approve its policies (including UNS Gas Price 

Stabilization Policy) at least annually and more frequently as changes are required. This 

requirement is also part of the UniSource Energy Risk Management Committee Charter. 

Further, on pages 5 to 6 of my Direct Testimony I describe the annual review 

requirement. In practice, the Company has been very active in changing its Policy to 

react to changing market conditions - including the complete revamping of the Citizens’ 
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Q-  
A.  

Q- 

A. 

Policy in 2004 and the changes made for 2006 as explained in detail on page 5 of my 

Direct Testimony. The Company is committed to continuing this level of detailed, active 

review of its purchasing strategies whether or not the Policy is approved by the 

Commission. 

Do you have any other comments related to approval of the Stabilization Policy? 

Yes. First, UNS Gas is committed to providing its annual updated Stabilization Policy to 

the Commission for review and approval. Attached as Exhibit DGH-4 is the reviewed 

and approved 2007 Policy. The changes from the 2006 Policy are administrative in 

nature including names and title changes and the correction Mr. Mendl mentioned in his 

Direct Testimony at page 2 1 on lines 8 through I 7. 

Do you have any comments relating to Mr. Mendl’s reference to the Sierra Pacific 

order? 

Yes. First, as described above, UNS’ Policy provides for annual reviews to address 

evolving market conditions. Second, Mr. Mendl’s recommendation on page 24, line 20 

of his Direct Testimony that “changes in market conditions would invalidate the 

approval” is exactly the type of vague hindsight review that the Company is trying to 

avoid with Commission approval of its Policy. The Company is committing to annual 

reviews and receiving input from the Commission, its Staff and other stakeholders to 

ensure the Policy meets the interests of all parties. The Company does not make any 

profit on the gas it purchases and always has the interests of its customers in mind to 

secure fairly priced, reliable gas supplies. It would not be acceptable for the Company to 

implement a procurement policy that could later be second-guessed due to something as 

vague as “changes in market conditions.” 
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A. 

Does this conclude your Rebuttal Testimony? 

Yes it does. 
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Ex h i b i t D G H-3 

Sep-03 
Oct-03 
NOV-03 
Dec-03 
Jan-04 
Feb-04 
Mar-04 
Apr-04 
May-04 
Jun-04 
Jul-04 

Aug-04 
Sep-04 
Oct-04 
NOV-04 
Dec-04 
Jaw05 
Feb-05 
Mar-05 
Apr-05 
May-05 
Jun-05 
Jul-05 

Aug-05 
Sep-05 
Oct-05 
NOV-05 
Dec-05 

Hedged Volume 
243,218 
427,872 
728,265 

1,309,564 
1,329,094 
1,129,633 

9 8 8,8 7 8 
455,323 
293,672 
201,512 
152,650 
184,000 
197,000 
329,000 
578,000 

1,161,000 
1,275,000 

934,000 
805,000 
519,000 
339,000 
227,000 
173,000 
167,000 
188,000 
305,000 
539,000 

1,027,000 

Average 
Purchase 

Price 
$5.470 
$5.457 
$4.880 
$5.01 5 
$5.050 
$5.005 
$4.730 
$4.612 
$4.732 
$4.759 
$4.859 
$5.185 
$5.1 72 
$5.1 57 
$5.215 
$5.485 
$5.553 
$5.544 
$5.489 
$5.1 14 
$5.097 
$5.079 
$5.195 
$5.475 
$5.567 
$5.544 
$5.679 
$6.263 

San Juan 
FOM 

$ 4.440 
$ 3.950 
$ 3.960 
$ 4.230 
$ 5.130 
$ 4.975 
$ 4.400 
$ 4.460 
$ 5.060 
$ 5.710 
$ 5.490 
$ 5.390 
$ 4.530 
$ 4.470 
$ 6.900 
$ 5.950 
$ 5.670 
$ 5.430 
$ 5.210 
$ 6.210 
$ 6.300 
$ 5.380 
$ 6.710 
$ 5.970 
$ 8.030 
$ 9.520 
$ 10.820 
$ 8.440 

San Juan 
Hedge Savings Gas Daily Hedge Savings 

FOM Index index Daily Index 
vs Daily vs 

(250,514) $ 4.200 
(644,929) $ 4.248 
(669,778) $ 4.133 

(1,027,839) $ 5.381 
106,207 $ 5.374 
(34,054) $ 4.848 

(326,002) $ 4.741 
(69,367) $ 5.104 
96,389 $ 5.344 

191,667 $ 5.393 
96,347 $ 5.275 
37,783 $ 4.993 

(126,526) $ 4.370 
(226,094) $ 5.063 
974,137 $ 5.505 
539,539 $ 6.039 
148,804 $ 5.454 

(106,298) $ 5.471 
(224,502) $ 6.164 
568,931 $ 6.325 
407,952 $ 5.511 
68,311 $ 5.766 

262,169 $ 6.243 
82,590 $ 7.584 

463,092 $ 9.170 
1,212,790 $ 10.272 
2,770,828 $ 7.277 
2,235,902 $ 10.768 

$ 6,557,534 $ 

(309,008) 
(51 7,327) 
(543,667) 
479,427 
430,978 
(1 77,790) 
I 1,014 

223,785 
179,896 
127,787 
63,577 

(35,283) 
(I 57,980) 
(30,870) 
167,731 
642,531 

( 1 27.1 72) 
(68,104) 
543,494 
628,616 
140,470 
156,009 
181,417 
352,133 
677,443 

1,442,180 
861,061 

4,626,824 
9,969,172 
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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION. 

Please state your name and address. 

My name is Karen G. Kissinger and my business address is 4350 East Irvington Road, 

Tucson, Arizona, 857 14. 

By whom are you employed and what is your position? 

I am Vice President, Controller, and Chief Compliance Officer for UniSource Energy 

Corporation (“UniSource Energy”). I am also Vice President and Controller of UNS 

Gas, Inc., UniSource Energy’s indirect subsidiary (“UNS Gas” or ccCompany”). 

What are your duties and responsibilities as Vice President and Controller? 

My present functional areas of responsibility include internal and external financial 

reporting, plant and property accounting, payroll, customer and revenue accounting, 

accounts payable, tax planning and tax compliance reporting, and energy settlements for 

all UniSource Energy owned utilities. I am also responsible for the UniSource Energy 

Compliance Program, which focuses on corporate policies, practices, and procedures that 

are designed to assure that UniSource Energy is in compliance with all laws, regulations, 

and corporate policies. 

Would you please describe your education, background and experience? 

I received a Bachelor of Arts Degree in Spanish from the University of Virginia in 1977. 

I received a Master of Business Administration with a Concentration in Accounting from 

the University of Arizona in 1982. I am a Certified Public Accountant licensed to 

practice in the State of Arizona. I am a member of the American Institute of Certified 

Public Accountants and the Arizona State Society of Certified Public Accountants. 

Before joining Tucson Electric Power Company (“TEP”) in 1991, I was employed by 
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Q. 
A. 

11. 

Q. 
A. 

Deloitte Haskins & Sells, and its successor by merger, Deloitte & Touche, in the audit 

department for approximately eight and one-half years. I was designated by Deloitte & 

Touche as a public utility specialist, and provided audit and consulting services to a client 

base comprised of both public and cooperative electric utilities. Since 1991, I have been 

employed by TEP as Vice President and Controller and as UniSource Energy’s Vice 

President and Controller since the time of its formation. In 2003, I was assigned the 

additional responsibility of Chief Compliance Officer. I was named the Vice President 

and Controller of UNS Gas when it was formed in 2003. 

What is the purpose of your direct testimony in this proceeding? 

My direct testimony supports UNS Gas’ rate request in this proceeding. I am the 

sponsoring witness for much of the accounting and tax data reflected in UNS Gas’ rate 

case application, including the “B” Schedules - (Rate Base), the “C” Schedules - (Test 

Year Income Statements), and the “E” Schedules - @inancia1 Statements and Statistical 

Schedules). I am also sponsoring the actual test period and prior years’ data contained in 

Schedule A - Summary Schedules, Schedule B - Rate Base Schedules, Schedule C - Test 

Year Income Statements, Schedule D - Cost of Capital, and Schedule F - Projections and 

Forecasts, and several pro forma adjustments in Schedules B and C. 

PRO FORMA ADJUSTMENTS. 

Please explain the consideration of pro forma adjustments in the rate case process. 

Public utility rates are based on the reasonable and prudently-incurred costs of providing 

safe, reliable service. The revenue requirement underlying rates is developed on the basis 

of a test year that reflects a level of operating revenues and expenses and net plant 

investment that is representative of normal conditions that may be expected to exist 

during the time that resulting rates may be in effect. This affords the utility a reasonable 
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opportunity to achieve a fair rate of return, as authorized by the respective regulatory 

authority . 

Pro forma adjustments are made to recorded test year amounts that are not required for 

the provision of service or that are not representative of the levels expected to occur 

during the period in which the new rates will be in effect. Such adjustments may be 

made in the form of eliminations, annualizations, or normalizations. 

Elimination adjustments are made to remove out-of-period or non-recurring transactions, 

or items that are not costs or revenues related to the provision of utility service; thus, not 

eligible for reflection in revenue requirements. 

Annualization adjustments are made to reflect the full, 12-month revenue or expense 

level of certain components of operating income. Annualization adjustments are 

typically computed using end-of-test year quantities and the most current known and 

measurable prices and rates. Examples in this case include restating test year operating 

revenues to reflect customer levels at the end of the test year, adjusting payroll expense to 

reflect current salary rates and changes in employee levels during the test year, and 

adjusting recorded depreciation expense to reflect the full effect of plant additions and 

retirements during the test year. 

Normalization adjustments reflect that the recorded test year operating revenues and 

expenses may not be representative of a normal level for ratemaking purposes. Certain 

events may have affected recorded transactions in an atypical manner. Moreover, some 

transactions eligible for reflection in revenue requirements are incurred at intervals less 

frequent than annually, provide benefits extending beyond a single year, or reoccur in 

significantly different amounts each year. As a result, the amounts recorded in the test 
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Q. 

A. 

Q- 

A. 

111. 

Q. 
A. 

year may not be viewed as “normal,” thus requiring a restatement for ratemaking 

purposes. Normalization adjustments are made in such instances when a test year level 

of revenues or expenses is not representative of what would be expected on an on-going 

basis. Examples in this case include the adjustment for bad debt expense and the 

overtime factor implicit in the payroll adjustment. 

Were the pro forma adjustments that you are sponsoring in your testimony 

prepared by you or under your supervision? 

Yes, they were. 

Have the pro forma adjustments for which you are responsible in this rate filing 

been computed in accordance with sound ratemaking principles and all applicable 

rules and policies of the Arizona Corporation Commission (“ACC” or  

“Commission”)? 

Yes. To the best of my knowledge, all of the adjustments that I am sponsoring have been 

so calculated. 

RATE BASE ADJUSTMENTS. 

A. Acquisition Discount Adjustment. 

Please explain the Acquisition Discount Adjustment. 

Effective August 1 1, 2003, UniSource Energy acquired from Citizens Communications 

Company (“Citizens”) its remaining gas assets located in Arizona. The Commission 

approved this acquisition in Decision No. 66028 (July 3, 2003) pursuant to a Settlement 

Agreement. This adjustment is necessary in order to properly reflect the discount, or 

negative acquisition premium, authorized by the Commission. Decision No. 66028 calls 
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Q. 
A. 

Q. 
A. 

for the use of a $30.7 million “negative acquisition premium” (see page 8, lines 17 

through 22 of the Order) in the calculation of rate base for ratemaking purposes to reflect 

this lower purchase price. 

Is an acquisition adjustment normally appropriate? 

No. Under Commission rules, the original cost of utility property is the cost “at the time 

it is first devoted to pubic service.” Arizona Administrative Code (“AAC”) R14-2- 

102.A.6. In the case of an asset sale, the assets will have been devoted to service before 

the sale. Thus, the saIe does not affect the original cost of the assets, either positively or 

negatively. In other words the relevant cost is the “cost of [the] property to the person 

first devoting it to public service.” Thus, an acquisition 

adjustment is normally not appropriate. However, UniSource Energy did agree to the 

specific negative acquisition adjustment noted above. This pro forma adjustment is 

necessary so that the acquisition adjustment is limited for ratemaking purposes to the 

specific value agreed to by the Company and approved by the Commission. 

AAC R14-2-103.A.3.e. 

Please explain further. 

UniSource Energy actually paid $50.1 million less than the originaI cost for the gas assets 

acquired from Citizens. In accordance with United States Generally Accepted Accounting 

Principles (“GAAP”), this amount had to be shown on the Company’s books as a negative 

acquisition adjustment. This GAAP acquisition discount is larger than the acquisition 

discount approved by the Commission as described above. Normally, an acquisition 

discount would not be considered for ratemaking purposes at all. However, in this case, 

the discount agreed to by the Company must be recognized. Essentially, this pro forma 

adjustment takes the G A M  discount and reduces it to the value of the discount authorized 

by the Commission. Put another way, the GAAP discount must be eliminated for 

ratemaking purposes, thus increasing rate base. This increased rate base must then be 
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Q. 
A. 

Q. 
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reduced by the value of the agreed upon discount. Overall, this adjustment results in a net 

increase to rate base of $1 8.2 million. 

Please explain the accounting details further. 

When I say the “value” of the agreed upon discount, I mean the $30.7 million figure 

stated in the Settlement Agreement, less amortization. The amortization has been 

calculated through December 31, 2005. Amortization reflects the fact that the assets 

which were purchased do not have an infinite life. Pursuant to the Settlement Agreement 

approved by the Commission, the amortization rate is the same as the depreciation rate 

for corresponding plant accounts. (Settlement Agreement at 18.) According to 

Commission and the Federal Energy Regulatory Commission (“FERC”) directives, the 

acquisition adjustment was a credit to accumulated depreciation. (See Settlement 

Agreement at page 17.) 

B. Griffith Plant Adiustment. 

Please explain the Griffith Plant Adjustment. 

This adjustment removes from Plant in Service the cost of facilities that connect the 

Griffith Plant with the El Paso Natural Gas and Transwestern Pipeline Company 

interstate pipelines. Such facilities were constructed by and are owned by UNS Gas. The 

Griffith Plant costs are recovered pursuant to a specific contract between UNS Gas and 

the owners of the Griffith Plant. As explained in the Direct Testimony of Mr. Dallas J. 

Dukes, the facilities, revenue and expenses relating to the Griffith Plant are excluded 

from rate base and revenue requirements for the purposes of genera1 retail ratemaking. 
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Q. 
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Q. 
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C. Build Out Plant Write-Down Adiustment. 

Please explain the Build Out Plant Write-Down adjustment, 

In Decision No. 66028, the Commission approved a Settlement Agreement which 

included “an additional $10 million permanent disallowance to gas rate base ... to 

recognize excessive costs associated with Citizens’ Build-Out Program.” (See page 8, 

lines 21 -22.) This adjustment segregates the required adjustment to December 31, 2001 

rate base into components for gross plant in service and accumulated depreciation and 

quantifies additional depreciation provided through December 3 1 , 2005 and then removes 

the respective plant and accumulated depreciation from rate base. 

D. Accumulated Deferred Income Tax Adiustment. 

Please explain the Accumulated Deferred Income Tax Adjustment. 

The adjustment reduces rate base for the computed balance of Accumulated Deferred 

Income Taxes, a source of non-investor capital, based on adjusted test year rate base and 

operating results and the Company’s existing income tax ratemaking authority. 

What are deferred income taxes? 

Deferred income taxes represent the tax effect of differences that arise between the time 

period when revenues and expenses are recognized for financial reporting purposes and 

when they are considered for income tax return purposes. For public utilities, the largest 

such difference is that which exists as a result of the use of accelerated methods and 

shorter lives in computing tax depreciation as compared with the manner in which book 

depreciation is computed. The process of apportioning income taxes among accounting 

periods is referred to as “interperiod tax allocation.” For this purpose, it is useful to 

distinguish between “timing differences” and “permanent differences.” 
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Q. 
A. 

Timing differences represent differences between book income before income taxes and 

taxable income which originate in one or more periods, and reverse or turn around, in one 

or more subsequent periods. Because of their capital intensity, the difference between 

book and tax depreciation is typically the largest timing difference affecting public 

utilities. Expenses that are deducted by utilities currently for tax purposes, but deferred 

on the books as regulatory assets for future recognition in rates is another example of a 

timing difference. 

Permanent differences exist between book income and taxable income, and do not 

reverse in subsequent periods. Examples of permanent differences include non-taxable 

interest income &om municipal bonds and non-deductible lobbying expenses. 

Deferred income taxes are computed for timing differences, but not for permanent 

differences. The typical accounting for deferred taxes involves recognition of a deferred 

income tax provision (expense) on the income statement for the tax effect of the timing 

differences, with a corresponding entry made to a balance sheet accumulated deferred 

income tax reserve account. As the timing differences reverse over time, the deferred tax 

component of income tax expense becomes negative and balance of the reserve account 

is extinguished. 

How do deferred income taxes affect public utility ratemaking? 

The reflection of deferred income taxes in ratemaking is labeled “normalization”. Some 

regulatory bodies permit utilities to recognize deferred income taxes associated with all 

book-tax timing differences in ratemaking (“full normalization”), while others onIy 

permit the recognition of certain timing differences required by the Internal Revenue 

Code to be recognized in utility ratemaking (“partial normalization”). To the extent that 

normalization is permitted in ratemaking, the resulting deferred income taxes are 
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Q 
A. 

Q. 

A. 

reflected as a component of income tax expense, with the corresponding balance sheet 

reserve for accumulated deferred taxes deducted from rate base as non-investor capital, 

reflecting the availability of such amounts for plant investment or operating purposes 

between the time they are coIIected from customers and ultimately remitted to taxing 

authorities. 

What income tax ratemaking authority has been granted to UNS Gas? 

Citizens operated various properties throughout the state of Arizona, each having its 

separate designated service temtory, rate schedules and service rules. For gas operations, 

Citizens operated under separate divisions in northern Arizona and southern Arizona. 

The Santa Cruz Gas Division, which was based in Santa Cruz County, Arizona, was 

authorized full normalization in Decision No. 53103 (July 8, 1982). The pro forma 

income tax expense calculations prepared in connection with the 1996 Citizens Northern 

Arizona Gas Division rate case, Decision No. 59875 (October 29, 1996), and also those 

prepared for the Citizens gas rate cases in progress at the time of the asset purchase 

approved in Decision No. 66028, clearly indicate the use of a full normalization of all 

books - tax timing differences. For ratemaking purposes, both of the gas plant properties 

acquired from Citizens have been permitted to provide deferred income taxes in rate 

making for all timing differences. In Decision No. 66028, the Commission also 

approved all of the gas divisions being combined into one entity for ratemaking purposes. 

How was the tax cost of the gas plant assets determined in ‘connection with 

computing the ADIT balance deducted from rate base as of the end of the test year? 

As I mentioned, in accordance with the Settlement Agreement approved by Decision No. 

66028, the two Citizens gas divisions were merged into a single entity, UNS Gas. Upon 

their acquisition by UniSource Energy, a new tax basis reflecting the actual amounts for 

the acquired assets was established. For rate making purposes, such tax basis is adjusted 
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Q. 
4. 

Q- 
4. 

Q. 
A. 

Q. 
A. 

to reflect the fixed acquisition discount established by the Commission in Decision No. 

66028. Upon acquisition of the assets by UNS Gas from Citizens, all book-tax timing 

differences arising since that time have been fully normalized by UNS Gas, consistent 

with the prior rate treatment afforded to the assets when owned by Citizens. 

E. Customer Adiustment. 

Please explain the Customer Advances Adjustmen 

This adjustment reduces rate base by the balance of customer advances at December 31, 

2005. This is appropriate because customer advances are non-investor capital. 

Please explain the Customer Deposits Adjustment. 

This adjustment reduces rate base by the balance of customer deposits at December 3 1, 

2005. This is appropriate because customer deposits are non-investor capital. 

F. Working Capital Adiustment. 

What is working capital? 

Working capital is generally viewed as investor funding in excess of the balance of net 

utility plant reflected in rate base that is required for the provision of utility service. 

What are the items of working capital for which the Company requests a return? 

The components of working capital that the Company is requesting be included in rate 

base are: 

(i) Materials and SuppIies; 

(ii) Prepayments; and 

(iii) Cash Working Capital. 
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Q. 
A. 

Q. 

A- 

As more fully explained later in my testimony, the amounts requested for rate base 

inclusion for the materials and supplies and prepayments are based on test year recorded 

balances, adjusted to reflect normal levels. The cash working capital component was 

determined by the use of the Lead-Lag Study Methodology, to be covered in depth later 

herein. 

Please explain the Working Capital Adjustment. 

The Working Capital Adjustment was computed in two pieces. As indicated on page 2 of 

Schedule B-5, the first piece adjusts the recorded end-of-test year balances for Materials 

and Supplies, and Prepayments to reflect the 13-month average monthly balances, in 

recognition of the variability in the monthly balances of the accounts. This is consistent 

with the treatment of such accounts in prior rate cases. 

The second piece of the Working Capital Adjustment is the reflection in rate base of a 

measure of Cash Working Capital, developed through the preparation of a comprehensive 

study. 

What is Cash Working Capital? 

The receipt of customer revenues for the provision of service, and the disbursement of 

cash for the payment of the various costs of providing service rarely occur 

simultaneously. This is the fundamental consideration underlying the concept of Cash 

Working Capital. Cash Working Capital is generally viewed as the component of 

working capital that represents the amount of invested cash required to pay day-to-day 

operating expenses incurred in rendering service to customers. It may either increase or 

decrease rate base. If the computation of Cash Working Capital produces a positive 

result, it is indicative that there is an additional investment for which a return is 

warranted, and thus, the amount is added to rate base. If the computation produces a 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

negative result there is an implicit non-investor hnding of Cash Working Capital, 

requiring a rate base deduction. 

How did you compute the Cash Working Capital amount included in the Working 

Capital Adjustment? 

Under my direction, a comprehensive lead-lag study was prepared. 

What period does the current lead-lag study cover? 

The lead-lag study for this Application covers the calendar year 2005. 

What is a lead-lag study? 

A lead-lag study is  a detailed analysis of the dj;iimiiic movzamt of fmds thughout  the 

organization, between the receivable and payable balance sheet accounts and related 

revenues and expenses that are reflected in the operating income component of revenue 

requirements. The method is generally viewed as the most accurate measure of Cash 

Working Capital. The Commission has stated a clear preference for the use of leadlag 

studies in support of requested working capital amounts in rate cases. 

The focal point of all lead/lag studies is the “point of service.” That is the instant in time 

at which customers receive service and, coincident therewith, the utility incurs cost of 

providing that service. A leadlag study measures the average length of time between the 

provision of service and the ultimate receipt of payment from the customer (“revenue 

lag”). The result is compared with the average length of time between the point at which 

the utility incurs a cost of providing that service and the date upon which it makes the 

related cash disbursement (“payment lead” if payment precedes the cost benefit, or 

“payment lag” is the payment occurs after the cost benefit). Cash Working Capital 
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reflects the effect on costs of service of the difference between the revenue lag and 

payment leads or lags. 

As may be seen on page 3 of Schedule B-5, a leadlag study computes the Cash Working 

Capital associated with each component of cost of service. The revenue lag is constant 

for all cost categories. The various major expenses are analyzed separately for purposes 

of developing a specific payment lead or lag. Once the applicabIe expense lead or lag is 

known, it is compared with the revenue lag to determine the net lead or lag for that study 

category. After dividing the net lead or lag by 365 days to arrive at an annual percentage 

factor, the result is multiplied by the corresponding adjusted test year expense amount to 

quantify the Cash Working Capital requirement associated with that cost of service item. 

Consistent with past Commission poiicy, the effect of non-cash expelises sUeh ;is 

depreciation and deferred income taxes are reflected in the study at a zero requirement. 

How was the average revenue lag computed? 

The revenue lag is comprised of three distinct parts: the service lag, the billing lag, and 

the customer payment lag. 

The service lag is measured from the midpoint of the period of service to the end of the 

period, the date upon which meters are read. A key underlying assumption is that service 

is taken uniformly throughout the period. With each customer being billed under twelve 

monthly billing cycles during the year, the average service lag is computed as 15.21 days 

E365 days / (12 X 2)]. 

The billing lag is typically measured from the meter read date to the date customer bills 

are prepared and balances entered into accounts receivable. The billing lag was computed 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

based on actual meter read dates and bill mailing schedules used by UNS Gas during the 

test year. 

The customer payment lag is measured from the point at which the customer bill enters 

accounts receivable to the date that either a payment is received or the account is written 

off as uncollectible. That lag was determined by computing the average accounts 

receivable turnover for six months during the test year. The accounts receivable turnover 

measures the average time during which a balance remains in accounts receivable and is 

computed by dividing the sum of the daily ending balances of accounts receivable by the 

sum of revenues billed and charged to accounts receivable during the study month. 

How were the payment leads and lags computed? 

The payment leads and lags were developed based on analyses of actual payment history, 

contractual and statutory payment dates, and samples of expenditures. 

What was the overall result of the lead-lag study? 

The study showed that there was negative cash working capital in the amount of 

$3,280,886. A corresponding decrease was made as a pro forma adjustment to rate base. 

G. Warm Spirit. 

What is the rate base deduction for Warm Spirit? 

Warm Spirit is a program created to permit existing customers to voluntarily contribute to 

a find established for the purpose of assisting low income customers with the payment of 

their gas bills. The balance deducted from the rate base represents Warm Spirit amounts 

collected from customers through the end of the test year that were at the time being 

processed for dispersal to the respective non-profit agencies that have been selected to 
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Q. 
A. 

Q. 
A. 

administer the program. 

H. Customer Assistance Residential Enerpy Support (“CARES”). 

What is the rate base addition identified as CARES? 

Pursuant to Decision No. 59875, a special balance sheet account (regulatory asset) has 

been created for use in tracking amounts spent and recovered in connection with certain 

Company programs established to benefit low income customers. A designated amount 

intended to cover CARES bill discounts and out-of-pocket expenditures benefiting 

customers has been included in the revenue request underlying the Company’s service 

rates. As CARES 

discounts and low-income expenses occur, they are charged to the tracking account each 

month as customers are billed. An estimate of the amounts received in rates is removed 

from the tracking account and charged to expense. At any point in time, the tracking 

account balance reflects the cumulative difference between amounts spent and amounts 

accrued. A debit balance reflects more program expenditures than recoveries. A credit 

balance indicates more recoveries than expenditures. Irrespective of whether it has a debt 

or credit balance, consistent with prior rate cases, the tracking account is a proper 

component of the rate base. 

In the most recent rate case, that amount was set at $217,913. 

I. Geographic Information System (“GIs”). 

Please explain the GIS adjustment. 

This adjustment creates a regulatory asset for GIS. The GIS program and its importance 

are discussed in the Direct Testimony of Mr. Gary A. Smith. 
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IV. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 
A. 

OPERATING INCOME ADJUSTMENTS. 

Please explain the Depreciation Expense adjustment. 

The depreciation expense adjustment is computed to reflect in pro forma operating 

expense an annual depreciation amount based on depreciable plant in service as of the 

end of the test year and newly requested book depreciation rates as presented in detail in 

the testimony of witness Dr. Ronald E. White. The calculation of the adjustment properly 

considers the effects of depreciation associated with vehicles that are charged to clearing 

accounts or expense categories other than depreciation. 

Please explain the Amortization adjustment. 

Pursuant to Decision No. 66028, the Company is amortizing the acquisition discount at 

the same rates used for computing book depreciation expense. This adjustment reflects a 

pro forma annualization expense based on the fixed $30.7 million acquisition discount 

and new book depreciation rates proposed by Dr. White. 

Please explain the Property Tax adjustment. 

The property tax adjustment is intended to reflect in pro forma test year operating 

expenses an amount based on final, adjusted plant in service at the end of the test year, 

using the current statutory assessment ratio of 24.5%, and the most currently known 

average property tax rates. To the extent that more current average tax rate information 

becomes available during the conduct of this rate case, the Company is willing to update 

that part of the tax adjustment. 

Please explain the Income Tax Expense adjustment. 

The income tax expense adjustment is computed with the intent to reflect in pro forma 

test year operating expenses an amount of income taxes based on final adjusted operating 
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V. 

Q. 
A. 

revenues, operating expense, and rate base. It is computed in two parts. The first part is 

pro foma current income tax expense, the tax liability computed as though an actual 

income tax return was being prepared on final adjusted test year taxable operating 

income. For this purpose, it was necessary to identify all operating book-tax differences 

(“Schedule M items”), both timing and permanent, and then recompute based on adjusted 

test year operating revenues and expenses, if necessary. The tax deduction for interest 

was computed using a synchronization methodology reflecting final adjusted rate base 

and the weighted cost of debt in the capital structure. 

The second part of the income tax calculation is deferred income tax expense. Deferred 

income taxes are computed on the Schedule M items representing timing differences for 

which the Company has obtained normalization ratemaking authority from the 

Commission as previously described in my testimony. 

SECTION B - RATE BASE. 

Please explain Section B of the Company’s filing. 

Section B, comprised of Schedule Nos. B-1 through B-5, presents the development of the 

rate base component of revenue requirements submitted for Commission consideration in 

this rate case filing. Some of the data in Section B and in schedules and exhibits 

referenced in my testimony are taken from UNS Gas’ audited financial statements for the 

year ended December 3 1, 2005, attached as Exhibit KGK-1. Mr. Dukes will testify in 

support of the calculations and methodology underlying allocated amounts appearing on 

the Section B schedules. 
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Q. 
4. 

Q. 
A. 

Please describe Schedule B-1. 

This schedule summarizes the elements of UNS Gas’ rate base on both a net recorded 

original cost and depreciated reconstructed cost new (“RCND”) basis at December 3 1, 

2005, along with the pro forma adjustments to rate base. Rate base is comprised of net 

utility plant, certain regulatory assets, and working capital, with deductions from rate 

base for accumulated deferred income taxes (“ADIT”), customer advances for 

construction and customer deposits. 

Please explain briefly the basis for the determination of the RCND rate base. 

Plant in service and customer advances for construction reported at reconstructed cost 

new (“RCN’) are summarized from the results of a detailed plant cost trending study. 

The accumulated depreciation and ADIT reported on a RCN basis have been computed 

by multiplying the corresponding original cost balances by a ratio, the numerator of 

which is gross reconstructed new cost of depreciable plant, and the denominator of which 

is gross original cost of depreciable plant. AI1 other rate base elements are reflected at 

original cost. 

Please describe the plant cost trending study. 

The trending study was prepared to establish a measure of the cost to reconstruct utility 

plant in service at current 2005 cost levels. The December 31,2005 recorded balance in 

each plant account was analyzed by vintage component and adjusted to current cost 

levels by applying trending factors to each vintage total. For example, the RCN value for 

1984 vintage assets in Account No. 362, Distribution Plant - Station Equipment was 

computed as follows: 

Original Cost of 1984 vintage assets in Acct. 362 X 2005 Cost Index for Acct 362 

= 1984 Cost Index for Acct. 362 
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For most accounts, the Handy-Whitman Index of Public Utility Construction Costs for 

the Plateau Region has been employed. For plant accounts 303, 391, 393, 394, and 398, 

the “Marshall Valuation Service Cost Index” was used. For plant accounts 392,395,396, 

and 397, the Bureau of Labor Statistics producer price index was used. Where the Bandy- 

Whitman Index was used for the trend factors, they are based on the index numbers 

released by Handy-Whitman for July 1 ,  2005. More current data has not yet been 

released. 

What is the Handy-Whitman Index? 

It is an index of public utility construction costs that has been published continuously 

since 1924 by Whitman, Requardt and Associates of Baltimore, Maryland. The Handy- 

Whitman Index is a well recognized, widely used and generally accepted method for 

measuring differences in property values for insurance and other purpose, including the 

valuation of public utility property for rate case purposes. It has been used by UniSource 

Energy’s utilities and other companies in proceedings before the Commission for many 

years. 

The Handy-Whitman Index is comprised of index numbers for various accounts 

prescribed by the Uniform System of Accounts and for six geographical divisions of the 

country, including the Plateau Division, in which Arizona and New Mexico are located. 

These index numbers result from a comparison of the current prices of materials, labor, 

and equipment to prices in a base year. Index numbers are determined for each year as of 

January 1 and July 1. 

The index numbers are used to determine cost trend factors, which are then applied to 

known original costs of like plant and property to determine the fluctuation in cost 

between the date of original installation and the date of valuation. 
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0. 

A. 

What is the Marshall Index? 

The Marshall Index, prepared by the firm of Marshall & Swift, is an index of construction 

cost trend valuations. It was used in development of costs reported in the RCND Study for 

those plant accounts not reported by Handy-Whitman. 

What is shown on Schedules B-2 and B-3? 

Schedule B-2 shows the pro forma adjustments to the original cost rate base. The 

information presented includes the actual per-books balances at the end of the test year, 

pro forma adjustments, and the adjusted balances. Schedule B-3 provides the same detail 

by functional account classifications as shown in Schedule B-2, except that it is shown on 

an RCND basis. 

Please identify the pro forma adjustments on Schedules B-2 and B-3 that you are 

sponsoring in this rate case filing. 

I am sponsoring most of the pro forma rate base adjustments. Specifically, as previously 

testified, 1 am sponsoring the following rate base adjustments: 

(i) Acquisition Discount Adjustment; 

(ii) Griffith Power Plant Exclusion; 

( 5 )  Build-Out Plant Removal; 

(iv) Accumulated Deferred Income Taxes; 

(v) Customer Advances; 

(vi) Customer Deposits; 

(vii) Working Capital; and 

(viii) Other Adjustments to Rate Base. 

Each adjustment was identified and the related computational methodology has been 

explained in detail earlier in my testimony. 
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4. 

Q. 
A. 

Q. 

A. 

VI. 

Q. 
A. 

Q. 
A. 

Please explain Schedule B-4. 

This schedule shows the balances of gross RCN and related accumulated depreciation by 

plant account at the end of the test year. It includes the applicable depreciation reserve 

ratio, based on original cost, for the depreciable plant balances. 

Please explain Schedule B-5. 

This schedule summarizes the various elements of working capital that the Company is 

requesting for inclusion in rate base in this-rate case. 

Why are the original costs and RCND costs of working capital the same in Schedule 

B-5? 

They are the same because the original costs are at current prices or have been adjusted to 

current prices, meaning they have not been significantly affected by inflationary factors. 

SECTION C - OPERATING INCOME- 

Please describe Section C. 

Section C, comprised of Schedule Nos. C-1 through C-3, presents the development of the 

net operating income component of revenue requirements submitted for Commission 

consideration in this rate case filing. 

Please explain Schedule C-1. 

Schedule C-1 shows the actual Income Statement for the twelve months ending 

December 31, 2005, the test year in this case. It also summarizes the effect of the 

proposed pro forma adjustments to recorded operating revenues and expenses, and the 

resulting adjusted net operating income. 
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Q. 
A. 

Q- 

A. 

Q. 
A. 

VII. 

Q- 
A. 

What is the purpose of Schedule C-2? 

Schedule C-2 presents the detailed pro forma adjustments that reflect the full annual 

impact of operating changes, annualizations, normalizations, and other adjustments made 

to revenues and expenses. 

Please identify the pro forma adjustments on Schedule C-2 that you are sponsoring 

in this rate case filing. 

I have testified in support of the following pro forma operating income adjustments: 

(i) 

(ji) Property Tax; and 

(iii) Income Taxes. 

Depreciation and Amortization Expense Annualization; 

What is the purpose of Schedule C-3? 

Schedule C-3 contains the development of the Gross Revenue Conversion Factor. That 

factor is used to convert the computed test year return deficiency to an equivalent annual 

revenue increase amount. It effectively recognizes that there will be additional bad debt 

expense and income taxes associated with any adjustment to annual revenue levels. 

SECTION E - FINANCIAL STATEMENTS AND STATISTICAL SCHEDULES. 

Please explain Section E of the Company’s filing. 

Section E, as is the same for all other sections of this rate case filing, was prepared in 

accordance with the filing requirements contained in AAC R14-2-103. It is comprised of 

Schedule Nos. E-1 through E-9, containing annual financial statements and key operating 

statistics and financial data extracted from the Company’s regulatory books of account. 
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4. 

Q. 
4. 

Q- 
4. 

Q. 
A. 

Q- 
A. 

On what basis are the regulatory books of account of UNS Gas maintained? 

The Company’s regulatory books of account are maintained in accordance with the 

Uniform System of Accounts of the FERC, as required by AAC R14-2-3 12.G.2. 

Have there been any significant changes to the Company’s accounting policies or 

principles since its acquisition by UniSource Energy in 2003? 

No. 

Have the financial statements been audited? 

Yes. The calendar years 2005, 2004 and 2003 (fiom inception date) financial statements 

were audited by the firm of PricewaterhouseCoopers LLP (Independent Certified Public 

Accountants). 

Please describe Schedule E-1. 

Schedule E-1 contains the comparative balance sheets of UNS Gas for the test year 

ending December 31, 2005, and the two prior years ending December 31, 2004, and 

December 3 1,2003. 

Please describe Schedule E-2. 

This schedule sets forth comparative income statements for the test year ending 

December 31, 2005, and the two prior years ending December 31, 2004 and 2003. The 

income statement for the test year supports the actual test period income statement shown 

on Schedules C-1 and C-2. 

Please describe Schedule E-3. 

This schedule presents the comparative statements of cash flows for the test year ending 

December 2005 and the two prior years ending December 31,2004 and 2003. 
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Q. 
A. 

Q. 
A. 

Please describe Schedule E-4. 

This schedule reports the changes that occurred in stockholders’ equity (deficit) during 

the period beginning January 1 , 2003 and ending December 3 1,2005. Changes occumhg 

each year in both the number of shares outstanding and in the amounts of the various 

elements of stockholders’ equity are reflected. 

Please describe Schedule E-5. 

Page 1 of Schedule E-5 presents a summary of the balances in the various gas utility plant 

account categories and accumulated depreciation at December 3 1 , 2005 and December 

31, 2004, and the net changes therein during 2003, with plant in service presented on a 

functional basis. Pages 2 and 3 of Schedule E-5 present the same information on a more 

detailed basis, by individual gas plant account. 

Please describe Schedule E-6. 

Schedule E-6 contains Operating Income Statements for the test year and two previous 

calendar years. Operating Expenses are 

reported by major category. 

Retail revenues are reported by rate class. 

Please describe Schedule E-7. 

This schedule reports key gas operating statistics, in a comparative format, for the test 

year ending December 3 1 , 2005 and the two prior years ending December 3 1 , 2004 and 

2005. 

Please describe Schedule E-8. 

This schedule shows the taxes charged to operating expenses by tax type for the test year 

ended December 3 1 , 2005 and the two prior years ended December 3 1,2004 and 2003. 
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A. 

Q. 
A. 

Please describe Schedule E-9. 

This schedule is intended to disclose important facts required for a proper understanding 

of the financial statements. A summary of the Company’s significant accounting policies 

is set forth in Note 1 of the Notes to Financial Statements in the Company’s audited 

financial statements for the year ended December 2005, attached as Exhibit KGK-1. 

Does this conclude your direct testimony? 

Yes, it does. 
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UNS Gas, Inc. 
Financial Statements 

Years Ended December 31,2005 and 2004 



PricewaterhouseCoopers LLP 
350 S. Grand Ave. 
Los Angeles CA 90071 
Telephone (213) 356 6000 
Facsimile (813) 637 4444 
www.pwc.com 

Report of Independent Auditors 

To the Board of Directors and Stockholder of 
UNS Gas, Inc. 

In our opinion, the accompanying consolidated balance sheets and statements of capitalization 
and the related consolidated statements of income, stockholder's equity, and cash flows 
present fairly, in all material respects, the financial position of UNS Gas, Inc. (the "Company) 
at December 3 1,2005 and December 3 1,2004 and the results of its operations and its cash 
flows for the years then ended in conformity with accounting principles generally accepted in 
the United States of America. These financial statements are the responsibility of the 
Company's management. Our responsibility is to express an opinion on these financial 
statements based on our audits. We conducted our audits of these statements in accordance 
with auditing standards generally accepted in the United States of America. Those standards 
require that we plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts and disclosures in the financial statements, assessing 
the accounting principles used and significant estimates made by management, and evaluating 
the overall financial statement presentation. We believe that our audits provide a reasonable 
basis for our opinion. 

April 11,2006 

http://www.pwc.com


UNS GAS, INC. 
STATEMENTS OF tNCOME 

Years Ended December 31, 
2005 2004 

- Thousands of Dollars - 
Operating Revenues 
Gas Revenue $ 135,967 $ 126,722 

138,279 128,956 
Other Revenues 2,312 2,234 

Total Operating Revenues 

Operating Expenses 
Purchased Gas 91 ,I 68 81,643 
Other Operations and Maintenance 23,567 23,009 

Taxes Other than income Taxes 2,924 3,171 
Total Operating Expenses 124,432 11 3,298 

Operating Income 13,847 15,658 

Depreciation and Amortization 6,773 5,475 

Other Income (Deductions) 
Interest Income 412 255 
Other 626 (128) 
Total Other Income 1,038 127 

Interest Expense 
Long-Term Debt 6,414 6.347 

Other 307 1 84 
Total Interest Expense 6,490 6,295 

Income Before Income Taxes 8,395 9,490 
income Taxes 3,349 3,787 

Net Income $ 5,046 $ 5,703 

Allowance for Funds Used During Construction (231) (236) 

See Notes to Financial Statements. 
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UNS GAS, INC. 
STATEMENTS OF CASH FLOWS 

Years Ended December 31, 
2005 2004 
- Thousands of Dollars - 

Cash Flows from Operating Activities 
Cash Receipts from Gas Sales $ 145,281 $ 136,797 
Purchased Gas Costs Paid (91,445) (76,868) 
Taxes Paid, Net of Amounts Capitalized (14,499) (14,918) 
Payment of Other Operations and Maintenance Costs (I I ,840) (1 0,797) 
Wages Paid, Net of Amounts Capitalized (6,872) (6,828) 
Interest Paid, Net of Amounts Capitalized ( 6 , 0 0 3 ) (6,155) 
Income Taxes Paid (620) 
Saguaro Termination Fee .. (617) 

- 

Other Cash Receipts a95 451 
Other Cash Payments (598) (524) 

Net Cash Flows - Operating Activities 14,299 20.541 

Cash Flows from Investing Activities 
Capital Expenditures (23,578) (19,137) 
Purchase of Citizens Assets - (2) 
Net Cash Flows - Investing Activities (23,578) (1 9,139) 

Cash Flows from Financing Activities 
Equity Investment from UniSource Energy Services 
Loan from UniSource Energy 
Repayment of Loan from UniSource Energy 
Customer Advance Receipts 
Customer Advance Refunds 
Pavment of Debt Issuance Costs 

- 
2,943 
(736) 

OtLer (3,970) (2,980) 
Net Cash Flows - Financing Activities 14,763 (773) 

Net Increase in Cash and Cash Equivalents 5,484 629 
Cash and Cash Equivalents, Beginning of Period 8,569 7,940 
Cash and Cash Equivalents, End of Period .% 14,053 $ 8,569 

See Notes to Financial Statements. 
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UNS GAS, INC. 
BALANCE SHEETS 

December 31, 
2005 2004 
- Thousands of Dollars - 

ASSETS 
Utility Plant 

Plant in Service $ 180.107 $ 157,084 
Construction Work in Progress 7,189 10,787 

Total Utility Plant 187,296 167,87 1 
Less Accumulated Depreciation and Amortization (9,876) (6,893) 

Total Utility Plant -Net 177.420 160.978 

Current Assets 
Cash and Cash Equivalents 14.053 8,569 
Trade and Other Accounts Receivable, Less Allowance for 

Unbilled Accounts Receivable 16,736 14,726 
Receivable from Related Parties 2,661 2,035 
Under Recovered Purchased Gas Costs 
Materials and Supplies 1.999 1,579 

Total Current Assets 53,783 36,977 

Uncollectible Accounts of $338 and $997 11.908 9,573 

5.899 

Other 527 495 

Other Assets 
Unamortized Debt Discount and Expense 1,141 1,144 
Regulatory Assets 309 277 
Under Recovered Purchased Gas Costs 1,862 
Other Assets 115 
Total Other Assets 1,450 3,398 

Total Assets $ 232,653 $ 201,353 

CAPITALIZATION AND OTHER LIABILITIES 
Capitalization 

Common Stock Equity $ 79,804 $ 58,758 

Total Capitalization 179,804 158,758 

Accounts Payable 20,083 17,833 
Payable to Related Parties 1,365 1,205 
Interest Accrued 2.475 2,434 
Customer Deposits 3,040 2,678 
Income Taxes Payable 246 
Taxes Accrued 4,544 4.1 51 
Deferred Income Taxes - Current 2,071 392 

Long-Term Debt 100,000 100,000 

Current Liabilities 

Accrued EmDtovee Expenses 642 783 . -  
Other 130 90 

Total Current Liabilities 34,596 29,566 

Deferred Credits and Other Liabilities 
Deferred Income Taxes - Noncurrent 7.222 5.716 

Deferred Employee Benefits 1,002 1,198 
Net Cost of Removal for Interim Retirements 2.690 1,517 
Other 55 209 

Total Deferred Credits and Other Liabilities 18,253 13,029 

Total capitalization and Liabilities $ 232.653 $ 201,353 

Customer Advances for Construction 7,284 4.389 

See Notes to Financial Statements. 
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UNS GAS, INC. 
STATEMENTS OF CAPITALIZATION 

December 31, 
2005 2004 

- Thousands of Dollars - 
COMMON STOCK EQUITY 
Common Stock-No Par Value $ 67,978 $ 51,978 

2005 2004 
Shares Authorized 1,000 1,000 
Shares Outstanding 1,000 1,000 

Accumulated Earnings I 1,826 6,780 
Total Common Stock Equity 79,804 58,758 

LONG-TERM DEBT 
Issue Maturity 

Notes Payable 
6.23% Senior Unsecured Notes - Note A 8/11/2011 50.000 50.000 
6.23% Senior Unsecured Notes - Note B 8/11/2015 50;OOO 50;OOO 

Total Stated Principal Amount 100,000 100,000 
Less Current Maturities - 

Total Capitalization $ 179,804 $ 158,758 

Total Long-Term Debt 100,000 100,000 

See Notes to Financial Statements. 
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UNS GAS, INC. 
STATEMENTS OF CHANGES IN STOCKHOLDER'S EQUITY AND COMPREHENSIVE INCOME 

Common Total 

Outstanding Stock Earnings Equity 
Shares Common Accumulated Stockholder's 

- Thousands of Dollars - 

Balances at December 31,2003 1,000 $ 52,008 $ 1,077 ti 53,085 

Noncash Equity Transactions (30) (30) 

Comprehensive Income: 
2004 Net Income 

Total Comprehensive Income 
5,703 5,703 

5.703 

Balances at December 31,2004 1,ooo $ 53,978 s 6,780 $ 58.758 

Equity Contribution from UniSource Energy Services 16,000 16,000 

Comprehensive Income: 
2005 Net Income 

Total Comprehensive Income 
5,046 5,046 

5.046 

Balances at December 31,2005 1,000 $ 67,978 $ 11,826 $ 79,804 

See Notes to Financial Statements. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS 

NOTE 1. NATURE OF OPERATIONS 

UNS Gas, Inc. (UNS Gas) is a gas distribution company serving approximately 139,000 retail 
customers in Mohave, Yavapai, Coconino. and Navajo Counties in northern Arizona, as well as Santa 
Cruz County in southeast Arizona. UniSource Energy Services. Inc. (UES), an intermediate holding 
company, established UNS Gas on April 14,2003, and owns all of the common stock of UNS Gas and 
UNS Electric. UniSource Energy Corporation (UniSource Energy) owns all of the common stock of UES. 
On August 11,2003. UNS Gas and UNS Electric, Inc. (UNS Electric) completed the purchase of the 
Arizona gas and electric system assets from Citizens Communications Company (Citizens). 

References to ”we” and “our” are to UNS Gas. 

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLlClES 

BASIS OF PRESENTATION 

Our accounting policies conform to accounting principles generally accepted in the United States of 
America (GAAP), including the accounting principles for rate-regulated enterprises. Certain amounts 
reported in the prior year financial statements have been reclassified to conform to the current year 
presentation. These reclassifications had no effect on Net Income. 

ACCOUNTING FOR RATE REGULATION 

UNS Gas is regulated by the Arizona Corporation Commission (ACC) with respect to retail gas rates, 
the issuance of securities, and transactions with affiliated parties. 

UNS Gas generally uses the same accounting policies and practices used by unregulated 
companies for financial reporting under GAAP. However, sometimes these principles, such as the 
Financial Accounting Standards Board’s (FASB) Statement of Financial Accounting Standards No. 71, 
Accounting for the Effects of Certain Types of Regulation (FAS 71). require special accounting treatment 
for regulated companies to show the effect of regulation. For example, in setting UNS Gas’ retail rates, 
the ACC may not allow UNS Gas to currently charge their customers to recover certain expenses, but 
instead may require that these expenses be charged to customers in the future. In this situation, FAS 71 
requires that UNS Gas defer these items and show them as regufatory assets on the balance sheet until 
we are allowed to charge our customers. UNS Gas then amortizes these items as expense to the income 
statement as those charges are recovered from customers. Similarly, certain revenue items may be 
deferred as regulatory liabilities, which are also eventually amortized to the income statement as rates to 
customers are reduced. 

The conditions a regulated company must satisfy to apply the accounting policies and practices of 
FAS 71 include: 

an independent regulator sets rates; 
the regulator sets the rates to recover specific costs of delivering service; and 
the service territory lacks competitive pressures to reduce rates below the rates set by the 
regulator. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

FAS 71 may, at some future date, be discontinued due to changes in the regulatory and competitive 
environments. If UNS Gas stopped applying FAS71 to its regulated operations, it would write off the 
related balances of its regulatory assets as an expense and would write off its regulatory liabilities as 
income on its income statement. UNS Gas’ cash flows would not be affected if it stopped applying FAS 
71 unless a regulatory order limited its ability to recover the cost of its regulatory assets. We believe our 
gas operations continue to meet the criteria for FAS 71. 

UTILITY PLANT 

UNS Gas reports utility plant at cost. Utility plant includes material and labor costs, contractor costs, 
construction overhead costs, and an allowance for funds used during construction (AFUDC). We charge 
maintenance and repairs to operating expense as incurred. 

AFUDC represents the estimated cost of debt and equity funds that finance utility plant construction. 
AFUDC is also allowed on certain in service gas division assets prior to their inclusion in rate base. We 
recover AFUDC in rates through depreciation expense over the useful life of the related asset. UNS Gas 
imputed the cost of capital on construction expenditures at an average of 7.83% for 2005 and 7.85% for 
2004. The component of AFUDC attributable to borrowed funds is included as a reduction of Other 
Interest Expense on the income statement and totaled $0.2 million in both 2005 and 2004. The equity 
component is included in Interest Income and totaled $0.2 million in both 2005 and 2004. 

We compute depreciation of utility plant on a straight-line basis over the service lives of the assets. 
The average annual depreciation rates for UNS Gas’ utility plant were 3.15% in 2005 and 2.81 % in 2004. 

During 2005, it was determined that depreciation of certain UNS Gas assets had been overstated in 
prior periods, An adjustment was recorded which reduced Other Operations and Maintenance Expense 
by $0.3 million. 

CASH AND CASH EQUIVALENTS 

Cash and cash equivalents include cash on hand and highly liquid investments with original 
maturities of three months or less. 

MATERIALS AND SUPPLIES 

UNS Gas carries transmission and distribution materials and supplies in inventory at the lower of 
average cost or market. 

COMPUTER SOFTWARE COSTS 

UNS Gas capitalizes all costs incurred to purchase computer software and amortizes those costs 
over the estimated economic life of the product. We would immediately expense capitalized computer 
software costs if the software were determined to be no longer useful. 

DEBT 

We defer costs related to the issuance of debt. These costs include underwriters’ commissions, 
discounts or premiums, and other costs such as legal, accounting and regulatory fees and printing costs. 
We amortize the costs over the life of the debt using the straight-line method, which approximates the 
effective interest method. Unamortized debt issuance costs totaled $1.1 million at December 31,2005 
and at December 31,2004. See Note 5. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

UTILITY OPERATING REVENUES 

UNS Gas records revenues from customers when the gas is delivered to our customers. Gas 
Revenue includes unbilled revenues which are earned (service has been provided) but not billed by the 
end of an accounting period. Unbilled sales are estimated for the month by reviewing the meter reading 
schedules and determining the number of billed and unbilled therms for each billing cycle. Current month 
estimated unbilled therms are allocated by customer class. New unbitled revenue estimates are recorded 
and unbilled revenue estimates from the prior month are reversed. 

We record an allowance for our estimate of revenues billed for which collection is doubtful. UNS 
Gas establishes an allowance for doubtful accounts based on historical experience and any specific 
customer collection issues. 

Other Revenues primarily consist of miscellaneous fees, including service connection and late fees, 
and revenue from transportation of gas purchased from other providers. 

PURCHASED GAS COSTS 

UNS Gas defers differences between actual gas purchase costs and the recovery of such costs in 
revenues under a Purchase Gas Adjustor (PGA) mechanism. The PGA mechanism addresses the 
volatility of natural gas prices and allows UNS Gas to recover its costs through a price adjustor. The PGA 
charge may be changed monthly based on an ACC approved mechanism that compares the twelve- 
month rolling average gas cost to the base cost of gas. subject to limitations on how much the price per 
therm may change in a twelve month period. UNS Gas defers and recovers through the PGA mechanism 
the difference between the actual cost of UNS Gas’ gas supply and transportation contracts and that 
currently allowed by the ACC. When under or over recovery trigger points are met, UNS Gas may 
request a PGA surcharge or surcredit with the goal of collecting or returning the amount deferred from or 
to customers over a twelve month period. 

RELATED PARTY TRANSACTIONS 

UNS Gas receives certain corporate and administrative support services from affiliates. These costs 
consist primarily of employee compensation and benefits. Services from Tucson Electric Power 
Company (TEP) totaled $2.8 million in 2005 and $2.4 million in 2004. Services from UNS Electric totaled 
$0.6 million in 2005 and $0.7 million in 2004. TEP, a regulated public utility serving retail electric 
customers in southern Arizona, is UniSource Energy’s largest operating subsidiary. 

INCOME TAXES 

GAAP requires us to report some of our assets and liabilities differently in our financial statements 
than we do for income tax purposes. We report the tax effects of differences in these items as deferred 
income tax assets or liabilities in our balance sheet. We measure these tax assets and liabilities using 
current income tax rates. 

UNS Gas is a member of the UniSource Energy consolidated income tax filing. UNS Gas is 
allocated income taxes based on its taxable income and deductions as reported in the UniSource Energy 
consolidated and/or combined tax return filings. The tax liability is allocated in accordance with the 
Income Tax Regulations. As a result, the regular tax liability of the company is calculated on a stand 
alone basis and the liability is then owed to UNS through intercompany accounts. UNS has the ultimate 
responsibility for payment of consolidated tax liabilities to taxing authorities and maintaining intercompany 
tax accounts with its subsidiaries. The Alternative Minimum Tax (AMT) liability of the company is also 
computed in accordance with Proposed Income Tax Regulations. This method for allocating consolidated 

9 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

AMT among group members considers the contribution that one member’s AMT attributes provide in 
offsetting the consolidated AMT liability that would otherwise result if the member were not included in the 
consolidated group. 

DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES 

UNS Gas applies Statement of Financial Accounting Standards No. 133, Accounting for Derivative 
instruments and Hedging Activities, as amended (FAS 133). Under FAS 133, all derivative instruments, 
except those meeting specific exceptions, are recognized in the balance sheet at their fair value. 
Changes in fair value are recognized immediately in earnings unless specific hedge accounting criteria 
are met. For derivatives that qualify for hedge accounting, depending on the nature of the hedge, 
changes in fair value are either offset by changes in the fair value of the hedged assets, liabilities, or firm 
commitments through earnings, or recognized in other comprehensive income until the hedged item is 
recognized in earnings. At December 31,2005 and December 31,2004, UNS Gas had no derivatives 
accounted for as cash flow hedges. 

Management has determined that UNS Gas’ physical gas purchases qualify for the normal 
purchases and normal sales exception provided by FAS 133. This exception applies to physical sales 
and purchases of gas supply where it is probable that physical delivery will occur, the pricing provisions 
are clearly and closely related to the contracted prices and the FAS 133 documentation requirements are 
met. 

FAIR VALUE OF FINANCIAL INSTRUMENTS 

The carrying amounts of our current assets and liabilities approximate fair value because of the short 
maturity of these instruments. 

UNS Gas’ senior unsecured notes of $100 million outstanding at December 31,2005 and December 
31,2004, have estimated fair values of $105 million and $108 million. respectively. UNS Gas determined 
the fair value of the senior unsecured notes by calculating the present value of the cash flows of each 
note, using a discount rate consistent with market yields generally available as of December 31, 2005 and 
December 31,2004, for bonds with similar characteristics with respect to credit rating and time-to- 
maturity. The use of different market assumptions andlor estimation methodologies may yield different 
estimated fair value amounts. 

EVALUATION OF ASSETS FOR IMPAIRMENT 

UNS Gas evaluates its Utility Plant and other long-lived assets for impairment whenever events or 
circumstances occur that may indicate the carrying value of the assets may be impaired. If the fair value 
of the asset determined based on the undiscounted expected future cash flows from the long-lived asset 
is less than the carrying value of the asset, an impairment would be recorded. 

ASSET RETIREMENT OBLIGATIONS 

FASB Statement of Financial Accounting Standards No. 143, Accounting for Asset Retirement 
Obligations (FAS 143) requires entities to record the fair value of a liability for a legal obligation to retire 
an asset in the period in which the liability is incurred. FASB Interpretation No. 47, Accounting for 
Conditional Asset Retirement Obligations (FIN 47). requires entities to record the fair value of a liability 
regarding a legal obligation to perform asset retirement activity in which the timing and (or) method of 
settlement are conditional on a future event that may or may not be within the control of the entity. We 
record a liability when we are able to reasonably estimate the fair value of any future obligation to retire 
as a result of an existing or enacted law, statute, ordinance or contract. We also record a liability for the 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

fair value of a conditional asset retirement obligation if the fair value can be reasonably estimated. When 
the liability is initially recorded, we capitalize a cost by increasing the carrying amount of the related long- 
lived asset. Over time, we adjust the liability to its present vatue by recognizing accretion expense as an 
operating expense in the income statement each period, and the capitalized cost is depreciated over the 
useful life of the related asset. Upon settlement of the liability. we either settle the obligation for its 
recorded amount or incur a gain or loss if the actual costs differ from the recorded amount. 

Under FAS 143, only the costs to remove an asset with legally binding retirement obligations will be 
accrued over time through accretion of the asset retirement obligation and depreciation of the capitalized 
asset retirement cost. 

USE OF ACCOUNTING ESTtMATES 

The preparation of financial statements in conformity with GAAP requires management to make 
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of 
contingent assets and liabilities at the date of the financial statements and the reported amounts of 
revenues and expenses during the reporting period. Actual results could differ from those estimates. 

CONCENTRATION OF CREDIT RISK 

As of December 31, 2005, UNS Gas had a total credit exposure related to its gas supply contracts of 
$9 million, primarily related to its relationship with one counterparty. Counterparty credit exposure is 
calculated by adding any outstanding receivables (net of amounts payable if a netting agreement exists) 
to the mark-to-market value of any forward contracts. 

NOTE 3. REGULATORY MATTERS 

UNS Gas is regulated by the ACC with respect to retail gas rates, the issuance of securities, and 
transactions with affiliated parties. UNS Gas’ retail gas rates include a monthly customer charge. a base 
rate charge for delivery services and the cost of gas (expressed in cents per therm), and a PGA 
mechanism. 

Concurrent with the closing of the acquisition. a retail rate increases for customers of UNS Gas went 
into effect in August 2003. The rate increase was approved by the ACC in July 2003. when it approved 
the acquisition and the terms of the April 2003 settlement agreement (UES Settlement Agreement) 
among UniSource Energy, Citizens, and the ACC Staff. 

The related ACC order and the UES Settlement Agreement include the following terms related to 
UNS Gas rates: 

An increase in retail delivery base rates, effective August 11,2003, equivalent to a 20.9% overall 
increase over 2001 test year retail revenues through a base rate increase. 

Fair value rate base of $142 million and allowed rate of return of 7.49%, based on a cost of 
capital of 9.05%. derived from a cost of equity of I1  .OO% and a cost of debt of 7.75% (based on a 
capital structure of 60% debt and 40% equity). 

The existing PGA rate may not change more than $0.15 per therm through July 2004. Thereafter, 
the PGA rate may not change more than $0.10 per therm. 

Under the terms of the ACC order, UNS Gas may not file a general rate increase until July 2006 and 
any resulting rate increase shall not become effective prior to August I, 2007. 
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U N S  GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The UES Settlement Agreement also limits dividends payable by UNS Gas to UES and UniSource 
Energy to 75% of earnings until the ratio of common equity to total capitalization reaches 40%. The ratio 
of common equity to total capitalization for UNS Gas was 44% at December 31,2005 and was 37% at 
December 31,2004. 

The following table shows the balance of under recovered purchased gas costs as of December 31: 

2005 2004 
-Thousands of Dollars- 

Under Recovered Purchased Gas Costs - Regulatory Basis 

Recovered Purchased Gas Costs - Unbilled Revenue Accrued 
Under Recovered Purchased Gas Costs per Financial 

as Billed $15,700 $ 9,281 
(9,801 ). (7.41 9) 

Statements 

In August 2005, UNS Gas filed a request with the ACC to approve an increase in the PGA surcharge 
from $0.03 per therm to $0.27 per therm to be effective October 1,2005. An increase was necessary to 
allow for the recovery of the existing PGA bank balance and recover projected costs of gas during the 
winter season. 

On October 19,2005, the ACC approved the following PGA surcharges: 

Surcharge Amount 

$0.1 5 
$0.25 
$0.30 May2006-June2006 
$0.35 
$0.25 
$0.20 
$0.25 

Per Therm Period In Effect 
November 2005 - February 2006 
March 2006 - April 2006 

July 2006 - September 2006 
October 2006 - November 2006 
December 2006 - February 2007 
March 2007 - April 2007 

Currently, this PGA surcharge is predicted to stem the growth of the PGA bank balance. However, if 
gas prices increase, the PGA bank balance may continue to grow despite this surcharge. Sources to 
fund the growing balance could include an additional surcharge, draws on the revolving credit facility, 
additional credit lines or the investment of additional capital by UniSource Energy. Based on market 
prices for gas at February 28,2006, which range from $6 to $9 per MMBtu through the end of 2006, the 
PGA bank balance on a billed basis is expected to drop below zero by the end of May 2006 and stay 
below zero for the balance of the year. Changes in the market price for gas, sales volumes and surcharge 
changes could significantly change the PGA bank balance in the future. 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

REGULATORY ASSETS AND LlABlLlTES 

Regulatory assets and liabilities consist of the following at December 31 : 

2005 2004 
-Thousands of Dollars- 

Regulatory Assets: 
Deferred Year 2000 Costs 
CARES Deferral 
Under Recovered Purchased Gas Costs 

$ 200 $ 277 

5,899 1,862 
I09 

Regulatory Liabilities: 
Net Cost of Removal for Interim Retirements (2,690) (I ,517) 

Regulatory Assets, Net of Regulatory Liabilities $3,518 $ 622 

FUTURE IMPLICATIONS OF DlSCONTUlNG APPLICATION OF FAS 71 

UNS Gas regularly assesses whether it can continue to apply FAS 71 to its operations. If UNS Gas 
stopped applying FAS 71 to its regulated operations, UNS Gas would write off the related balance of its 
regulatory assets as an expense and would write off its regulatory liabilities as income on its income 
statement. Based on the regulatory asset and liability balances, if UNS Gas had stopped applying FAS 
71 to its regulated operations, UNS Gas would have recorded an extraordinary after-tax loss of $2 million 
at December 31,2005. UNS Gas’s cash flows would not be affected if it stopped applying FAS 71. 

NOTE 4. UTILITY PLANT 

The following table shows Utility Plant in Service and depreciable lives by major class at December 
31: 

2005 2004 Depreciable Lives 
-Thousands of Dollars- 

Plant in Service: 
Gas Distribution Plant !§ 151,678 $ 135,343 17 - 48 years 
Gas Transmission Plant 17.51 0 12,508 37 - 55 years 
General Plant 9,949 8,912 3 - 31 years 
Intangible Plant 970 32 1 5 - 25 years 

Total Plant in Service $ 180,107 !§ 157,084 

Intangible Plant primarily represents computer software costs. 

NOTE5. DEBT 

SENIOR UNSECURED NOTES 

UNS Gas has $100 million of senior unsecured notes outstanding consisting of $50 million of 6.23% 
Notes due in 2011 and $50 million of 6.23% Notes due in 2015 that are guaranteed by UES. The note 
purchase agreements for UNS Gas contain certain restrictive covenants, including restrictions on 
transactions with affiliates, mergers, liens to secure indebtedness, restricted payments, incurrence of 
indebtedness, and minimum net worth. Consolidated Net Worth, as defined by the note purchase 
agreement for UNS Gas, is approximately equal to the balance sheet line item, Common Stock Equity. 

13 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The table below outlines the actual and required minimum net worth levels of UES and UNS Gas at 
December 31,2005. 

Required 
Minimum Actual Net 
Net Worth Worth 
-Thousands of Dollars- 

UES $50,000 $ 130,000 
UNS Gas 43,000 80,000 

The incurrence of indebtedness covenant requires UNS Gas to meet certain tests before additional 
indebtedness may be incurred. These tests include: 

A ratio of Consolidated Long-Term Debt to Consolidated Total Capitalization of no greater than 
65%. 

An Interest Coverage Ratio (a measure of cash Row to cover interest expense) of at least 2.50 to 
1 .oo. 

However, UNS Gas may, without meeting these tests, refinance indebtedness and incur short-term 
debt in an amount not to exceed $7 million. UNS Gas may not declare or make distributions or dividends 
(restricted payments) on its common stock unless (a) immediately after giving effect to such action no 
default or event of default would exist under its note purchase agreement and (b) immediately after giving 
effect to such action, it would be permitted to incur an additional dollar of indebtedness under the debt 
incurrence test. As of December 31, 2005, UNS Gas was in compliance with the terms of its note 
purchase agreement. 

The senior unsecured notes may be accelerated upon the occurrence and continuance of an event 
of default under the note purchase agreement. Events of default under the note purchase agreement 
include failure to make payments required thereunder, certain events of bankruptcy or commencement of 
similar liquidation or reorganization proceedings or a change of control of UES or UNS Gas. In addition, 
an event of default may occur if UNS Gas, UES or UNS Electric defaults on any payments required in 
respect of certain indebtedness that is outstanding in an aggregate principal amount of at least $4 million 
or if any such indebtedness becomes due or capable of being called for payment prior to its scheduled 
payment date or if there is a default in the performance or compliance with the other terms of such 
indebtedness and, as a result of such default, such indebtedness has become, or has been declared, due 
and payable, prior to its scheduled payment date. 

REVOLVING CREDIT AGREEMENT 

In April 2005, UNS Gas and UNS Electric entered into a $40 million three-year unsecured revolving 
credit agreement due in April 2008, with a group of lenders (the UNS GaslUNS Electric Revolver). Either 
borrower may borrow up to a maximum of $30 million; however, the total combined amount borrowed 
cannot exceed $40 million. 

UNS Gas is only liable for UNS Gas’ borrowings, and similarly. UNS Electric is only liable for UNS 
Electric’s borrowings under the UNS Gas/UNS Electric Revolver. UES guarantees the obligations of both 
UNS Gas and UNS Electric. 

14 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The borrowers have the option of paying interest at LIBOR plus 1.50% or at the agent bank's 
reference rate plus 0.50%. UNS Gas and UNS Electric also pay a commitment fee of 0.45% on the 
unused portion of the revolving credit facility. 

The UNS Gas/UNS Electric Revolver contains restrictions on additional indebtedness, liens, mergers 
and sales of assets. The UNS Gas/UNS Electric Revolver also contains a maximum leverage ratio and a 
minimum cash flow to interest coverage ratio for each borrower. As of December 31, 2005, UES, UNS 
Gas and UNS Electric were each in compliance with the terms of the UNS Gas/UNS Electric Revolver. 

If an event of default occurs, the UNS GaslUNS Electric Revolver may become immediately due and 
payable. An event of default includes failure to make required payments under the UNS Gas/UNS 
Electric Revolver; certain change in control transactions, certain bankruptcy events of UNS Gas or UNS 
Electric, or failure of UES, UNS Gas or UNS Electric to make payments or default on debt greater than $4 
million. 

As of December 31,2005, UNS Gas had no borrowings outstanding and UNS Electric had $5 million 
of borrowings outstanding under the UNS Gas/UNS Electric Revolver. As of March 31,2006, UNS Gas 
had no borrowings outstanding under the UNS GaslUNS Electric Revolver. 

NOTE 6. COMMITMENTS AND CONTINGENCIES 

We record liabilities for loss contingencies, including environmental remediation costs, arising from 
claims, assessments. litigation, fines and penalties and other sources when it is probable that a liability 
has been incurred and the amount of the assessment can be reasonably estimated. 

TRANSPORTATION COMMITMENTS 

UNS Gas has firm transportation agreements with El Paso Natural Gas (EPNG) and Transwestern 
Pipeline Company (Transwestern) with combined capacity sufficient to meet its load requirements. The 
EPNG and Transwestern contracts expire in August 201 1 and January 2007, respectively. EPNG 
provides gas transportation service under a converted full requirements contract in which UNS Gas pays 
a fixed reservation charge. In July 2003, FERC required the conversion of UNS Gas' full requirements 
status under the EPNG agreement to contract demand starting on September 1, 2003. Upon conversion 
to contract demand status, UNS Gas now has specific volume limits in each month and specific receipt 
point rights from the available supply basins (San Juan and Permian). EPNG filed a rate case in 2005 
with new, higher rates to be effective January 2006. subject to refund. UNS Gas made payments under 
these contracts of $7 million in both 2005 and 2004. In February 2006. UNS Gas extended its firm 
transportation contract with Transwestem through February 2012; the minimum expected annual 
payment is $2 million from the end of the current contract until contract expiration. 

15 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

At December 31,2005, UNS Gas estimates its future minimum payments under these contracts to 
be: 

Minimum 
Purchase Obligations 
-Thousands of Dollars- 

2006 
2007 
2008 
2009 

$ 10,565 
7,447 
7,000 
7,000 

2010 7,000 
Total 2006 - 2010 39,012 
Thereafter 7,000 
Total $ 46,012 

UniSource Energy has guaranteed $5 million of these natural gas transportation and supply 
payments. 

OPERATING LEASES 

UNS Gas has entered into operating leases, primarily for office facilities and office equipment, with 
varying terms, provisions, and expiration dates. UNS Gas’ estimated future minimum payments under 
noncancelable operating leases at December 31,2005 were: 

Operating Leases 
-Thousands of Dollars- 

I 

.i 

t 

2006 
2007 
2008 
2009 

$ 542 
455 
437 
431 

2010 457 
Total 2006-2010 2.322 
Thereafter 2,347 
Total $ 4,669 

UNS Gas’ operating lease expense was $0.5 million in 2005 and $0.6 million in 2004. 

UniSource Energy has guaranteed $2 million in building lease payments for UNS Gas. 

RESOLUTION OF CONTINGENCIES 

Subsequent to the acquisition of the Arizona gas system assets from Citizens, UNS Gas paid certain 
property taxes and other expenses incurred prior to the acquisition date on behalf of Citizens. UNS Gas 
had fully reserved this receivable of $0.6 million at December 31.2004 by adjusting the acquisition price. 
In 2005. Citizens made a payment of $0.5 million in full settlement to UNS Gas which UNS Gas recorded 
as Other Income in its income statement. 
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UNS GAS, fNC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

NOTE 7. ACCOUNTING FOR ASSET RETIREMENT OBLIGATIONS 

As of December 31, 2005, UNS Gas implemented FIN 47. The implementation of FIN 47 required 
UNS Gas to update an existing inventory, originally created for the implementation of FAS 143, and to 
determine which, if any, of the conditional asset retirement obligations could be reasonabty estimated. 
No significant conditional asset retirement obligations were identified. 

The ability to reasonably estimate conditional asset retirement obligations was a matter of 
management judgment, based upon management’s ability to estimate a settlement date or range of 
settlement dates, a method or potential method of settlement and probabilities associated with the 
potential dates and methods of settlement of UNS Gas’ conditional asset retirement obligations. In 
determining whether its conditional asset retirement obligations could be reasonably estimated, 
management considered UNS Gas’ past practices, industry practices, management’s intent and the 
estimated economic life of the assets. 

UNS Gas has various transmission and distribution lines that operate under land leases and rights of 
way that contain end dates and restorative clauses. UNS Gas operates its transmission and distribution 
systems as if they will be operated in perpetuity and would continue to be used or sold without land 
remediation. As a result, UNS Gas is not recognizing the costs of final removal of the transmission and 
distribution lines in its financial statements. UNS Gas had accrued $2.7 million at December 31, 2005 
and $1.5 million at December 31,2004, for the net cost of removal for interim retirements from its 
transmission, distribution and general plant. These amounts have been recorded as a regulatory liability. 

Amounts recorded under FAS 143 are subject to various assumptions and determinations, such as 
determining whether a legal obligation exists to remove assets, estimating the fair value of the costs of 
removal, estimating when final removal will occur, and the credit-adjusted risk-free interest rates to be 
used to discount future liabilities. Changes that may arise over time with regard to these assumptions 
and determinations will change amounts recorded in the future as expense for asset retirement 
obligations. 

NOTE 8. INCOME AND OTHER TAXES 

INCOME TAXES 

We record deferred tax liabilities for amounts that will increase income taxes on future tax returns. 
We record deferred tax assets for amounts that could be used to reduce income taxes on future tax 
returns. UNS Gas has determined that a valuation allowance on the deferred income tax assets for the 
years ended December 31,2005 and December 31,2004 is not necessary. We reached this conclusion 
based on our interpretation of tax rules, tax planning strategies, scheduled reversals of temporary 
differences, and projected future taxable income. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

UniSource Energy includes UNS Gas’ taxable income in its consolidated federal income tax return. 
Deferred tax assets (liabilities) consist of the following: 

2005 2004 
-Thousands of Dollars- 

Gross Deferred Income Tax Liabilities 
Plant 
Purchase Gas Adiusfer (PGA) 
Other 

Gross Deferred Income Tax Liabilities (14,179) 
Gross Deferred Income Tax Assets 

Customer Advances 
Contributions in Aid of Construction 
Compensation and Benefits 
Reserve for Uncollectible Accounts 

2,931 
1,421 

391 
132 

$ (7,966) 
(737) 
(1 07) 

(8,810) 

1,431 
737 
360 
174 

Other 11 
Gross Deferred Income Tax Assets 4,886 2,702 

Net Deferred Income Tax Liability $ (9,293) $ (6,108) 

The net deferred income tax liability is included in the balance sheet in the following accounts: 

2005 2004 
-Thousands of Dollars- 

Deferred Income taxes - Current Liabilities $ (2,071) $ (392) 
Deferred Income Taxes - Noncurrent Liabilities (7,222) (5,716) 
Net Deferred Income Tax Liability $ (9,293) $ (6,108) 

Income tax expense (benefit) included in the income statement includes amounts both payable 
currently and deferred for payment in future periods as indicated below: 

2005 2004 
-Thousands of Dollars- 

Current Tax Expense (Benefit) 
Federal 
State 

Deferred Tax Expense (Benefit) 
Federal 2,828 4,594 
State 357 500 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The following reconciles the provision for income taxes at the federal statutory rate of 35% to the 
effective rate: 

2005 2004 
-Thousands of Dollars- 

$ 2,938 $ 3,322 
State Income Tax Expense, Net of Federal Deduction 387 438 
Other 24 27 

$ 3,349 $ 3,787 

Federal Income Tax Expense at Statutory Rate 

Total Federal and State Income Tax Expense 

OTHER TAX MATTERS 

On its 2003 tax return, UNS Gas elected to utilize an accounting method relating to the capitalization 
of indirect costs to production activities and self-constructed assets. 

In August 2005, the Internal Revenue Service (IRS) issued a ruling which draws into question the 
ability of electric and gas utilities to use the accounting method. UNS Gas believes the IRS position is 
without merit, and intends to vigorously pursue this issue. However, if the IRS were to prevail and 
disallow the method in its entirety, UNS Gas would be required to pay up to $1 million in taxes and 
interest in the first half of 2006. Such payment would not affect total tax expense. 

OTHER TAXES 

UNS Gas acts as a conduit or collection agent for excise tax (sales tax) as well as franchise fees 
and regulatory assessments. It records liabilities payable to governmental agencies when it bills its 
customers for these amounts. Neither amounts billed nor payable are reflected in the income statement. 

NOTE 9. PENSION AND POSTRETIREMENT BENEFIT PLANS 

UNS Gas does not maintain a separate pension plan or other postretirement benefit plan for its 
employees. All regular employees are eligible to participate in the pension plan maintained by UES. A 
small group of active employees are also eligible to participate in a postretirement medical benefit plan. 
UES allocates net periodic benefit cost based on service cost for participating employees. 

PENSION PLAN 

UES established a noncontributory, defined benefit pension plan for substantially all regular 
employees on August 11,2003. Benefits are based on years of service and the employee’s average 
compensation. UES funds the plan by contributing at least the minimum amount required under Internal 
Revenue Service regulations. 

OTHER POSTRETIREMENT BENEFIT PLAN 

UNS Gas assumed a $0.8 million liability for postretirement medical benefits for current retirees and 
a small group of active employees at the acquisition of the Arizona gas system assets from Citizens. The 
select active employees participate in the TEP Postretirement Benefit Plan. 

The ACC allows UNS Gas to recover postretirement benefit costs through rates only as benefit 
payments are made to or on behalf of retirees. We fund postretirement benefits entirely on a pay-as-you- 
go basis. Under current accounting guidance, UES cannot record a regulatory asset for the excess of 
expense calculated per Statement of Financial Accounting Standards No. 106, Employers’ Accounfing for 
Postretirement Benefits Other Than Pensions, over actual benefit payments. 
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FASB Staff Position No. FAS 106-2. Accounting and Disclosure Requirements Related to the 
Medicare Prescription Drug, Improvement and Modernization Act of ZOO3 (FSP 106-2). provides guidance 
related to accounting for the federal subsidy avaifable to certain employers providing retirees with 
prescription drug benefits. For nonpublic companies, FSP 106-2 is effective for the first annual period 
beginning after December 15, 2004. Adoption of FSP 106-2 did not have a significant impact on our 
postretirement benefit costs or cash flows. 

The actuarial present values of the pension benefit obligations and other postretirement benefit 
plans were measured at December I. UES’ benefit obligation, plan assets, and funded status for both 
UNS Gas and UNS Electric follow: 

Other Postretirement 
Pension Benefits Benefits 

Years Ended December 31, 
2005 2004 2005 2004 

-Thousands of Dollars- 
Benefit Obligation at End of Year $(6,104) $(5,350) $(1.709) $ (1,516) 
Fair Value of Plan Assets at End of Year 2,543 1,216 

Amounts recognized in UNS Gas’ Balance Sheet include: 

Other Postretirement 
Pension Benefits Benefits 

Years Ended December 31, 
2005 2004 2005 2004 

-Thousands of Dollars- 
Accrued Benefit Liability Included in Other 

Liabilities $ (292) $ (397) $ (641) $ (699) 
Intangible Asset Included in Other Assets - 106 - 

Net Amount Recognized in the Balance 
Sheet $ (292) $ (291) $ (641) $ (699) 

UNS Gas’ net periodic benefit cost, employer contributions and benefits paid for the years ended 
December 31,2005 and 2004 were: 

Other Postretirement 
Pension Benefits Benefits 

2005 2004 2005 2004 
-Thousands of Dotlars- 

Net Periodic Benefit Cost $ 775 $ 729 $ 23 $ 17 
Employer Contribution 774 655 82 96 
Benefits Paid 72 28 114 128 

Weighted-Average Assumptions Used to 
Determine Benefit Obligations as of Other Postretirement 
December 4, Pension Benefits Benefits 

2005 2004 2005 2004 
Discount Rate 5.90% 6.10% 5.80% 5.90% 
Rate of Compensation Increase 3.00 - 4.00% 3.75% - - 
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NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

Weig hted-Average Assumptions Used to 
Determine Net Periodic Benefit Costs for Other Postretirement 

Pension Benefits Benefits 
2005 2004 2005 2004 

Discount Rate 6.10% 6.25% 5.90% 5.50% 

Period Ended December 31, 

Rate of Compensation Increase 3.00 - 4.00% 4.00% - 
Expected Return on Plan Assets 8.50% 8.75% - 

Net periodic benefit cost is subject to various assumptions and determinations, such as the discount 
rate, the rate of compensation increase. and the expected return on plan assets. We estimated the 
expected return on plan assets based on a review of the plans’ asset allocations and consultations with a 
third-party investment consultant and the plans’ actuary considering market and economic indicators, 
historical market returns, correlations and volatility, central banks’ and government treasury departments’ 
forecasts and objectives, and recent professional or academic research. Changes that may arise over 
time with regard to these assumptions and determinations wilt change amounts recorded in the future as 
net periodic benefit cost. 

For measurement purposes, the per capita cost of covered health care benefits was assumed to 
increase 10 percent for employees who have not reached the age of 65 and 12 percent for employees 
who have reached the age of 65 in 2006. The rate was assumed to decrease gradually to 5 percent for 
201 3 and remain at that level thereafter. 

Pension Plan Assets 

UES calculates the market-related value of plan assets using the fair value of plan assets on the 
measurement date. The UES pension plan was initially funded during 2004. UES’ pension plan asset 
allocations by asset category are as follows: 

Plan Assets 
December 31, 

2005 2004 
Asset Category 

Equity Securities 63.00% 68.25% 
Debt Securities 37.00% 18.23% 
Real Estate 13.52% 

Total 100.00% 100.00% 

The policy for the UES pension plan is to provide exposures to equity and debt securities by 
investing in a balanced fund. The fund will hold no more than 75% of its total assets in stocks. 
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Estimated Future Benefit Payments 

The following benefit payments, which reflect future service, as appropriate, are expected to be paid 
by UES for both UNS Gas and UNS Electric: 

Pension Other 
Benefits Benefits 
- Thousands of Dollars - 

2006 $ 9  $ 154 
2007 19 155 
2008 36 158 
2009 63 156 
zoio 109 153 
Years 2011-2015 1,384 705 

DEFINED CONTRIBUTION PLANS 

UES sponsors a defined contribution savings plan that is offered to all eligible employees. The plan 
is a qualified 401(k) plan under the Internal Revenue Code. In a defined contribution plan, the benefits a 
participant receives result from regular contributions to a participant account. Participants direct the 
investment of contributions to certain funds in their account. UES makes matching contributions to 
participant accounts under this plan. Matching contributions to this plan for UNS Gas’ participating 
employees were approximately $165,000 in 2005 and $1 63,000 in 2004. 

NOTE 90. COMMON STOCK EQUITY 

DIVIDEND RESTRICTIONS 

As discussed in Note 3, the UES Settlement Agreement limits dividends payable by UNS Gas to 
UES and UniSource Energy to 75% of earnings until the ratio of common equity to total capitalization 
reaches 40%. UNS Gas met this ratio requirement at December 31,2005. Additionally, the terms of the 
senior unsecured note agreements entered into by UNS Gas contain dividend restrictions. See Note 5. 

CAPITAL CONTRIBUTIONS 
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In January 2005, UNS Gas established a short-term inter-company promissory note to UniSource 
Energy, by which it could borrow up to $10 million for general corporate purposes. In March 2005, 
UniSource Energy contributed an additional $6 million in capital to UNS Gas. UNS Gas used the 
proceeds of this contribution to repay the $6 million outstanding on the inter-company promissory note. In 
December 2005, UniSource Energy contributed $10 million in capital to UNS Gas. 
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NOTE 11. SUPPLEMENTAL CASH FLOW INFORMATION 

A reconciliation of net income to net cash flows from operating activities follows: 

Years Ended December 31, 
2005 2004 

-Thousand of Dollars- 

Net Income $ 5.046 $ 5,703 
Adjustments to Reconcile Net Income to Net Cash Flows 

Amortization of Deferred Debt-Related Costs Induded in 
Interest Expense 184 140 

Provision for Bad Debts 405 715 
Deferred Income Taxes 3,185 5,094 
Other 1,250 (2.616) 
Changes in Assets and Liabilities which Provided (Used) 

Depreciation and Amortization Expense 6,773 5,475 

Cash Exclusive of Changes Shown Separately 
Accounts Receivable 
Materials and Supplies Inventory 
Under Recovered Purchased Gas Costs 
Accounts Payable 
Interest Accrued 
Taxes Accrued 
Other Current Assets 

23 

Other Current Liabilities 26 1 274 
$14,299 $20,541 
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I. 

Q. 
A. 

Q- 
A. 

Q. 

A. 

Q- 
A. 

Q- 

A. 

INTRODUCTION. 

Please state your name and business address. 

My name is Karen G. Kissinger. My business address is 4350 East Irvington Road, 

Tucson, Arizona, 857 14. 

Are you the same Karen G. Kissinger that filed Direct Testimony in this case? 

Yes. 

Have you reviewed the Direct Testimony filed by the Commission Staff and 

Intervenors in this case? 

Yes, I have. 

What is purpose of your Rebuttal Testimony? 

I am specifically responding to the Direct Testimony from Rodney L. Moore from the 

Residential Utility Consumer Office (“RUCO’) regarding (I)  removing “unsubstantiated 

pre-acquisition gross plant and adjust understated accumulated depreciation” and (2) 

reducing test-year accumulated depreciation. I respectfully disagree with these 

adjustments for reasons I will explain later in my testimony. 

Are there other corresponding adjustments RUCO made as a result of the two 

adjustments you highlight above that you disagree with? 

Yes. I also disagree with the resulting effects of Mr. Moore’s adjustments on the 

Company’s proposed test-year balances of Plant in Service and Accumulated Depreciation, 

and pro forma amounts of depreciation expense, amortization expense, and property taxes. 

I also disagree with Ms. Diaz Cortez’s adjustment to accumulated amortization of the 

Acquisition discount proposed because she bases her adjustment on Mr. Moore’s assertion 
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11. 

Q. 
A. 

Q- 

A. 

Q- 
A. 

that unapproved depreciation rates have been used by the Company. 

discovered numerous computational errors in the RUCO Schedules. 

Finally, I have 

UNSUBSTANTIATED GROSS PLANT. 

Please explain your understanding of “unsubstantiated gross plant”. 

At Page 10 of his Direct Testimony, RUCO witness Mr. Moore proposes to reduce the 

Company’s recorded balance of Plant in Service to remove what he characterizes as 

“Unsubstantiated Gross Plant”. He states that the Company has not substantiated the end- 

of-test year Plant in Service balance it has proposed to include in rate base. As a result, he 

also is proposing corresponding reductions in Accumulated Depreciation, Depreciation 

Expense and Property Tax Expense. 

Do you agree with Mr. Moore’s assertion of unsubstantiated plant balances and 

proposed adjustments relating thereto? 

No, I do not. 

Why do you disagree with his assertion? 

I disagree for several reasons. First, the acquisition of the Arizona gas assets of Citizens 

Communications Company (“Citizens”) was accounted for in accordance with all 

applicable regulatory accounting requirements, and such accounting has received 

regulatory approval. I will explain this approval later in my testimony. Second, the 

Company’s financial statements have been audited and a “clean” opinion obtained. A copy 

of the 2005 audit was attached to my Direct Testimony in this proceeding as Exhibit KGK- 

1 .  Third, we have provided Mr. Moore all of the Citizens’ plant cost supporting 

documents that we have in our possession, and they cover substantially all of the plant 

additions from December 2001 (the end of the test year in the Citizens’ Arizona Gas rate 

2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Q. 

A. 

Q- 

A. 

Q- 
A. 

case that was in progress at the time of the acquisition) thou 

the test year in this rate case). Finally, there was no regulatory requirement for Citizens to 

continue to provide information or resources past the acquisition date as there has been in 

other Commission orders approving utility acquisitions. 

What are the accounting requirements associated with the acquisition of assets from 

another utility? 

A.A.C. R14-2-312-G requires all gas utilities regulated by the A.C.C. to maintain their 

books and records in accordance with the Federal Energy Regulatory Commission 

(“FERC”) Uniform System of Accounts (“USOA”), Title 18 of the Code of Federal 

ReguIations. Part 201 of Title 18 contains the requirements for natural gas companies. The 

specific accounting requirements associated with the acquisition of assets from another 

utility are set forth in Gas Plant Instruction No. 5. Exhibit KGK-2 (attached) is an excerpt 

from hstruction No. 5. 

Was that the accounting used by the Company with respect to the assets acquired 

from Citizens? 

Yes, with one minor modification. 

What was that modification? 

Pursuant to Paragraph 35 of the Citizens’ Asset Acquisition Settlement Agreement 

approved in Decision No. 66028 (July 3, 2003), the Company transferred the balance of 

the Acquisition Discount from Account No. 114 Gas Plant Acquisition Adjustment to 

Acct. No. 108, Accumulated Depreciation. 
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Q. 

A. 

You state that the Company has received regulatory approval for the manner in 

which the acquisition was accounted. Please explain. 

The USOA requires the acquiring utilities to file summaries of the proposed accounting for 

assets purchased from other utilities. On April 1 1 ,  2003, through our Washington counsel 

Troutman Sanders LLP, I sent a letter to the Secretary of the FERC describing the 

proposed accounting for the gas and electric assets acquired from Citizens. Exhibit KGK- 

3 is a copy of the relevant pages from that letter. At the time, our proposed accounting 

conformed to that required by Plant Instruction No. 5 of the USOA. The additional 

accounting reclassification of the Acquisition Discount to Accumulated Depreciation had 

not yet been required by the Commission. 

In response to my letter, again through counsel, I received a letter dated July 17, 2003 from 

Mr. James K. Guest, Director of the FERC Division of Regulatory Accounting Policy, 

approving the proposed accounting entries. A copy of that letter is presented in Exhibit 

KGK-4 attached to my Rebuttal Testimony. 

On February 9, 2004, I sent another letter to the Secretary of the FERC that contained the 

actual accounting entries for the Citizens acquisition. lncluded in that letter was the 

reclassification of the Acquisition Discount as the Commission mandated. The relevant 

portions of that letter appear on Exhibit KGK-5 attached to my Rebuttal Testimony. 

Throughout the process of acquiring the Citizens assets and obtaining the requisite 

approvals, the recording of plant account balances and depreciation reserves on the books 

of UNS Gas as they appeared on the books of Citizens as of the acquisition date was not 

only required under the applicable accounting, but was what actually was done and what 

was reported to, and approved by, the FERC. 
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Q* 

A. 

What documents have you provided Mr. Moore in connection with the recorded plan 

cost of UNS Gas? 

In the response to RUCO Data Request No. 1.08, we provided an analysis of the plan 

additions, adjustments, and retirements for UNS Gas covering the period August 2002 

through December 2005. As a follow up to that request, RUCO issued Data Request No 

2.19 asserting “unsubstantiated plant additions” of $28,649,085 occurring between Octobei 

29, 2002 (the date of the Acquisition Agreement) and August 11, 2003 (the date that the 

acquisition was completed), and soliciting a reconciliation of plant additions occurring 

during that indicated period. 

In responding to this request, and reviewing the various plant accounting data sources, it 

was determined that the $28.6 million amount appearing in the Data Request could only be 

amved at as follows: 

Plant in Service Acquired on 8/11/2003 
Adjusted Rate Base plant at 12/31/2001 

$248,032,064 

21 9,383,559 

Difference $ 28,649,085 

per the Settlement Agreement 

---_I _- 

It was clear that the amount of “unsubstantiated” plant additions was computed as the 

difference between two amounts that were not consistent with each other, and actually 

reflected a time period different from that identified in the request. One number 

represented the recorded per books plant acquired from Citizens while the other was an 

adjusted plant component of the rate base appearing in the Citizens rate case that was in 

progress at the time of the acquisition. 
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Q- 

A. 

In response to RUCO Data Request No. 2.19, we provided a reconciliation of the recorded 

plant balances at December 31, 2001 with the final adjusted plant amounts in the Citizens’ 

rate case application with those implicit in the Settlement Agreement approving the 

acquisition. Moreover, we provided an analysis of the ending balances of Plant in Service 

and Construction Work in Progress as well as total capital expenditures as reported in the 

monthly financial reports of Citizens’ Arizona Gas for the period December 2001 through 

August 2003. We noted that the content of these monthly reports was substantially 

reduced after June of 2003 as Citizens worked toward completing the closing of its 

accounting office in New Orleans - shortly after the acquisition by UniSource Energy 

Corporation (“UniSource”) was completed. Accordingly, the analysis did not include the 

balances of Plant in Service or Construction for July 31” and August 1 lth. However, we 

also included with our response to RUCO Data Request No. 2.19 were the fixed asset and 

accumulated depreciation files for UNS Gas and the combined financial statements for 

calendar year 2002. So, UNS Gas provided evidence substantiating the plant additions - 

the $28,649,085 - RUCO questions in its Direct Testimonies. We therefore disagree with 

RUCO’s adjustment Mr. Moore advocates for in his Direct Testimony at pages 10 through 

12. 

You state that there was no regulatory requirement for Citizens to provide 

information or resources past the acquisition date. Please explain. 

In some previous Commission orders approving utility acquisitions, in anticipation of 

future regulatory matters involving acquired utility assets, the Commission has imposed 

specific requirements on the selling utility to provide certain documents and records that 

may have future ratemaking or other regulatory value. For example, Decision No. 57647 

(December 2, 1991), which approved the acquisition by Citizens of the Southern Union 

Gas Company operation in Northern Arizona, contains the following language beginning 

at line 6 of page 14: 
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Q. 
A. 

111. 

Q- 

A. 

IT IS FURTHER ORDERED that Southern Union Gas 
Company shall provide Citizens Utilities Company all 
historical operating data for its Arizona properties for the 
last 5 years, and Citizens shall retain the data for a 10-year 
period. 

Similar requirements are contained in other Commission orders. Neither the acquisition 

Settlement Agreement nor Decision No. 66028 approving the acquisition contains any 

such language similarly obligating Citizens or UniSource. 

What is your recommendation to the Commission? 

There is clearly no basis for the Commission to accept in this proceeding Mr. Moore’s 

recommendations with respect to “unsubstantiated” plant costs. It should be rejected. 

UNAU‘TIIORIZED DEPRECIATION RATES. 

Please explain the RUCO assertion that the Company has been using unauthorized 

depreciation rates. 

At page 13 of his Direct Testimony, RUCO witness Mr. Moore proposes an adjustment to 

Accumulated Depreciation, alleging that the Company has been using book depreciation 

rates that the Commission has not approved. Specifically, Mr. Moore states on page 13, 

line 21, of his Direct Testimony that the Settlement Agreement approving the acquisition 

of the former Citizens’ Arizona gas assets by UniSource “did not authorize a change in 

depreciation rates it had established in Decision No. 58664.” 

Mr. Moore has recomputed the Accumulated Depreciation component of rate base using 

the rates approved in Commission Decision No. 58664 (June 16, 1994). The allegation of 

unapproved depreciation rates also affects Mr. Moore’s adjustment to the Company’s 

proposed level of Property Tax Expense and RUCO witness Ms. Diaz Cortez’ adjustment 

to test-year pro forma Amortization Expense. 
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Q. 
A. 

Q- 

A. 

Do you agree with Mr. Moore? 

No 1 do not. While I do agree that there is no specific language in either the Settlement 

Agreement or Decision No. 66028 issued in July 2003 approving the Settlement, I can 

clearly demonstrate that the rate increase the Commission approved in connection with that 

Decision reflects a revenue requirement that includes a depreciation expense component 

based on new depreciation rates being sought in the Citizens’ Arizona gas rate case in 

progress at that time. 

Please demonstrate your assertion that the depreciation rates currently being used 

are implicit in the current service rates authorized for UNS Gas. 

hcluded in the application filed by Citizens for its Arizona Gas operations in Docket G- 

1032A-02-0598 - the rate case that was in progress at the time of and specifically resolved 

by the Settlement Agreement - was a request to combine Citizens’ Northern Arizona and 

Santa Cruz Gas Divisions into a single entity. The rate application also included a request 

to implement new depreciation rates. That request was supported by the testimony and 

exhibits sponsored by Citizens’ consultant Dr. Ronald White. Exhibit KGK-6 (attached) is 

the Executive Summary of his testimony filed by Dr. White in that rate case. Exhibit 

KGK-7 (attached) summarizes the new depreciation rates proposed by Dr. White. 

Citizens’ witness Mr. Kevin Doherty sponsored an adjustment in that 2002 rate case to 

annualize test year depreciation expense, using the end-of-test-year balances of Plant in 

Service and the new depreciation rates recommended by Dr. White in that docket. Both 

Dr. White’s aforementioned Executive Summary and the Direct Testimony of Mr. Doherty 

clearly indicate that the proposed new depreciation rates were used to calculate the pro 

forma depreciation expense. Exhibit KGK-8 (attached) is an excerpt from Mr. Doherty’s 

testimony. 
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Exhibit KGK-9 (attached) is a summary of the operating expense adjustments Citizens 

proposed in the 2002 rate case. As may be seen in column 10 on page 1, the depreciation 

adjustment totaled ($2,005,664). Because there were no other adjustments proposed to 

depreciation and amortization expense, Column 12 on page 2 also shows ($2,005,664) at 

Line 22. 

Exhibit KGK-10 (attached) is the Statement of Operating Income filed in the 2002 

Citizens’ Arizona Gas rate case. Line 22 thereof shows a per-books test-year total of 

$8,085,696 for depreciation and amortization expense, which after reflecting the 

($2,005,664) becomes an adjusted $6,080,032. Total adjusted operating expenses are 

reported as $29,859,584 in Column 8 at Line 25. 

Exhibit KGK-11 (attached) is the Appendix B - Schedule 1 that was attached to the 

Settlement Agreement. The purpose of this schedule is to present the positions of Citizens 

and UniSource on the in-progress rate case and the final agreed Settlement amount. The 

Operating Expenses are presented on Line 17, with the corresponding percentage increase 

in annual revenues shown on Line 29. As indicated, Citizens had requested a 28.93% 

increase in service rates, with the Settlement providing for a 20.92% increase. As 

previously stated the Citizens rate filing proposed an annual level of operating expenses 

totaling $29,859,584 whereas the Settlement provided for $28,883,183. None of the 

$976,401 difference between Citizens’ request and the Settlement amount relates to 

depreciation expense computed by any rates other than those new requested book 

depreciation rates recommended by Dr. White. 

Exhibit KGK-12 (attached) includes pages excerpted from Decision No. 66028 approving 

the Settlement. As indicated on the first page (page 17 of the Order), the $15,191,276 

(20.92%) rate increase reported on KGK-11 is acknowledged. Page 31 of that Decision - 
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Q- 
A. 

Q. 

4. 

Q. 
4. 

[V. 

Q- 

4. 

the second page of Exhibit KGK-12 - clearly indicates the Commission’s acceptance of 

the agreed-upon annual rate increase. 

What do you conclude from your analysis? 

It is clear that the annual pro forma depreciation expense computed by Citizens and based 

on Dr. White’s recommended new depreciation rates are in fact implicit in the revenue 

requirement underlying UNS Gas’ current service rates approved in Decision No. 66028. 

While neither the Settlement nor the Commission Decision approving the Settlement 

specifically address the request for approval of new depreciation rates, my analysis 

definitively shows that the rate increase agreed to by all parties reflects the requested new 

rates. 

Would it be proper to use any other rates for accruing depreciation than those 

requested by Citizens? 

It would not. 

What is your recommendation to the Commission? 

I respectfully recommend that it consider the analysis I have provided and reject Mr. 

Moore’s assertion that unauthorized depreciation rates have been used by the Company. 

Moreover, all of the adjustments proposed by RUCO witnesses that are based on the 

assertion of unauthorized depreciation rates should be similarly rejected. 

COMPUTATIONAL ERRORS. 

You have stated that you have discovered errors in the schedules of RUCO witnesses. 

Is that correct? 

Yes. Several of the schedules contain conceptual or mathematical errors. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Please explain some of those errors. 

Schedule RLM-4 supporting RUCO’s proposed adjustments for the effects of what it 

characterizes as “unsubstantiated plant additions” and “unauthorized depreciation rates” is 

flawed because it contains computational errors due to the use of incorrect plant account 

balances and incorrect depreciation rates. I refrain from elaborating to avoid 

overshadowing the fact that, as I have already clearly shown in this rebuttal testimony, the 

proposed adjustments are totally without merit and should be categorically rejected. 

Are there other errors that you wish to bring to the Commission’s attention? 

Yes. There are serious flaws in the calculation of the income taxes. 

Please explain. 

RUCO has recommended numerous adjustments to rate base and operating income, yet it 

leaves unchanged the deferred income tax expense and accumulated deferred income taxes 

reflected in the Company’s filing. As more fully described in my Direct Testimony, 

typically, the most significant book-tax difference recognized in regulatory accounting and 

ratemaking is that associated with depreciation, where tax depreciation is computed based 

on shorter lives and accelerated methods as compared with book depreciation, which is 

based on service lives and a ratable straight-line method. This timing difference gives rise 

to deferred income tax expense which is accumulated in a balance sheet account that is 

deducted from rate base in ratemaking. To the extent that any book cost @e. depreciation) 

proposed by the Company in a rate filing that is part of a timing difference that the 

Company has been permitted to include in deferred income tax expense for ratemaking is 

adjusted, there must be a corresponding change in deferred income tax expense and 

accumulated deferred income taxes, as well as current income taxes. As a result of its 

assertion of “unsubstantiated plant additions” and “unauthorized depreciation rates” RUCO 

has proposed adjusting depreciation expense, accumulated depreciation, and current 
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V. 

Q. 

A. 

income tax expense, but there are no corresponding adjustments to deferred income tax 

expense or accumulated deferred income taxes. Its proposal is incomplete, however, as 

previously stated, that should not overshadow the fact that their overall assertion of 

“unsubstantiated plant” and “unauthorized depreciation rates” are totally without merit. 

There is another error in the RUCO filing. It is also noteworthy that, in ratemaking, there 

is an implicit interrelationship between cash working capital, rate base, current income tax 

expense, and the synchronized tax deduction for interest that must be recognized and 

properly accounted for. The Commission has adopted a long-standing policy that the 

deduction for interest in computing income taxes should be synchronized; that is, the 

amount of interest used in computing income tax expense should be that amount of interest 

implicit in the overalI revenue requirement. Synchronized interest is computed by 

multiplying rate base by the weighted cost of debt. Both synchronized interest and current 

income taxes are elements of the calculation of cash working capital. Cash working capital 

is a component of rate base. To properly compute each of these elements of revenue 

requirements, it is necessary to perform an algebraic exercise using simultaneous equation. 

Such a computation was performed by the Company and is reflected in its filing. In 

reviewing the RUCO filing, there is no evidence that such a computation was performed. 

WORKING CAPITAL. 

Have any of the adjustments accepted by the Company in its Rebuttal Testimony 

impacted the Company’s calculation of working capital? 

Yes. A number of the adjustments will have an impact on working capital. A revised 

amount for working capital is shown in Mr. Dukes Exhibit DJD-1. This adjustment 

reflects the composite impact of all the adjustments accepted by the Company. 
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Q. 
A. 

Does that conclude your rebuttal testimony? 

Yes it does. 
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5. Electric Plant Piirchased or Sold. 

A. When electric plant constituting an operating unit or system is acquired by purchase, 
merger, consolidation, liquidation, or otherwise, after the effective date of this system of 
accounts, the costs of acquisition, including expenses incidental thereto properly 
includible in electric plant, shall be charged to account 102, Electric Plant Purchased or 
Sold. 

B. The accounting for the acquisition shall then be completed as follows: 

(1) The original cost of plant, estimated if not known, shall be credited to account 102, 
Electric Plant Purchased or Sold, and concurrently charged to the appropriate electric 
plant in service accounts and to account 104, Electric Plant Leased to Others, account 
105, Electric Plant Held for Future Use, and account 107, Construction Work in 
Progress-Electric, as appropriate. 

(2) The depreciation and amortization applicable to the original cost of the properties 
purchased shall be charged to account 102, Electric Plant Purchased or Sold, and 
concurrently credited to the appropriate account for accumulated provision for 
depreciation or amortization. 

( 3 )  The cost to the utility of any property includible in account 12 1 , Nonutility Property, 
shall be transferred thereto. 

(4) The amount remaining in account 102, Electric Plant Purchased or Sold, shall then be 
closed to account 1 14, Electric Plant Acquisition Adjustments. 

Source: FERC Uniform System of Accounts 
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In Reply Refer To: 

Docket No. AC03-48-000 
OED-DRAP 

July 17,2003 

Troutman Sanders LLP 
Attention: Mr. Antoine P. Cobb 
Attorney for Citizens Communications Company 
401 9th Street, NW., Suite 1000 
Washington, DC 20004-2 134 

Thank you for your April 1 1,2003 letter, filed on behalf of Citizens 
Communications Company (Citizens) and UniSource Energy Corporation OJniSource), 
advising us of their proposed accounting entries in connection with UniSource's 
acquisition of Citizens' electric and gas distribution and transmission systems located in 
the state of Arizona. The transaction was approved under delegated authority in Docket 
No. EC03-54-000.' 

We accept your proposed journal entries for filing. 

UniSource proposes to transfer the original cost and related accumulated 
depreciation for the electric and gas assets from Citizens' books consistent with the 
requirements of Electric and Gas Plant Instruction No. 5.F. ' UniSource proposes to 
record in Account 114, Electric or Gas Plant Acquisition Adjusynts,  a negative 
acquisition adjustment of $65,087,462 for the gas assets and a negative acquisition 
balance of $100,350,725 for the electric assets. UniSource will transfer from the seller's 
books a $21,316,577 balance in Account 114 and use the amount to offset the 
$65,087,462 negative acquisition adjustment for the gas assets. UniSource will transfer 

103 FERC 1 62,100 (2003). 

'1 8 C.F.R. Parts 101 and 201 (2003). 

'In an e-mail dated June 5,2003, you state that the $2 1,3 16,577 balance in 
Account 1 14 represents an acquisition adjustment that resulted from Citizens' purchase 
of the gas assets from Southern Union in 1992 at an amount in excess of the net book 
vaIue. 



Exhibit KGK - 4 

AC03-48-000 2 

the balances in Account 1 14 to Account 108, Accumulated Provision for Depreciation of 
Electric or Gas Utility Plant. 

Citizens proposes to remove the original cost and related accumulated 
depreciation from its books consistent with Electric and Gas Plant Instructions No. 5.(F). 
Citizens proposes to recognize in Account 421 -2, Loss on Disposition of Property, a 
$65,087,462 loss on the sale of the gas assets and a $224,992,547 loss on the sale of the 
electric assets. A portion of the loss ($124,64 1,822) on the sale of the electric assets 
represents a write-down of the remaining Purchase Power Fuel Adjustment Clause 
(PPFAC) balance. 

This letter order constitutes fmal agency action. Requests for rehearing by the 
Commission may be filed within 30 days of the date of issuance of this letter order, 
pursuant to 18 C.F.R. 5 385.713. 

Sincerely, 

James K. Guest 
Director, Division of Regulatory 

Accounting Policy 

4The amount will not be recovered in future rates in accordance with agreements 
with the Arizona Public Utilities Commission. 
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4350 East lrvtngton Road, Post Office Box 71 1 
Tucson, Arizona 85702 

February 9, 2004 

The Honorable Magalie R .  Salas 
Federal Energy Regulatory Commission 
888 First Street, N . E .  
Washington, D.C. 20426 

Area Code 520 
Telephone 571-4000 

Re: Citizens Communications Company and UniSource Energy Corporation 
Docket No. EC03-54-000 

Dear Ms. Salas: 

On October 29, 2002, UniSource Er?ergy Corporation (UniSource) 
entered into an agreement with Citizens Communications Company 
(Citizens) to acquire Citizens' electric and gas distribution & 

transmission systems located and operated in the state of Arizona. The 
Commission approved this transaction in Docket No. EC03-54-000. 

Under the structure of the transaction, UniSource has created a 
wholly-owned subsidiary UniSource Energy Services. 
subsidiaries of UniSource Energy Services weIe created to own and 
operate the a s s e t s  acquired from Citizens. These companies are UNS 
Gas, Inc. (UNS Gas) 2nd UNS Electric, Inc. (UNS Electric.) 

Two wholly-owned 

The following is a summary of the acquisition entries which will 
clear Account 102, Gas/Electric plant purchased or sold. 

UNS Gas provides its journal entries on Attachment No. 1 to 
record the initial capitalization of UNS Gas, the acquisition of 
Citizens' Arizona gas assets and the clearing of Account 102, Gas plant 
purchased or so ld .  

UNS Electric provides its journal entries on Attachment No- 2 to 
record the initial capitalization of UNS Electric, the acquisition of 
Citizens' Arizona electric assets and the clearing of Account 102, 
Electric plant purchased or so ld .  

SUMMARY O F  PROPOSED JOURNAL ENTRIES , -  
i. 

A. UNS Gas, Attachment  No. 1 

Journal Entry No. 1 records the initial capitalization of U N S  Gas 
with sufficient cash to purchase the assets. The capital structure was 
33% equity and 67% long-term debt. Journal Entry No. 2 reflects the 
acquisition of the gas system assets. Journal Entry No. 3 to Account 
102, Gas p l a n t  purchased or so ld ,  records the appropriate plant 
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a c c o u n t s .  J o u r n a l  E n t r y  N o .  4 r e f l e c t s  t h e  c l e a r i n g  of Account 1 0 2 ,  
Gas p l a n t  p u r c h a s e d  o r  s o l d ,  t o  Account 1 1 4 ,  Gas  p l a n t  a c q u i s i t i o n  
a d j u s t m e n t s .  E n t r y  No. 5 r e f l e c t s  t h e  r e c l a s s i f i c a t i o n  of t h e  
remain ing  b a l a n c e  i n  Account 1 1 4  t o  Account 108 ,  Accumulated p r o v i s i o n  
f o r  d e p r e c i a t i o n  o f  gas u t i l i t y  p l a n t .  

U N S  G a s  b e l i e v e s  i t s  p roposed  accoun t ing  f o r  t h e  c l e a r i n g  o f  
Accounts  102 and 1 1 4  i s  c o n s i s t e n t  w i th  t h e  Commission's Uniform System 
of Accounts P r e s c r i b e d  f o r  N a t u r a l  Gas Companies S u b j e c t  t o  t h e  
P r o v i s i o n s  of t h e  N a t u r a l  Gas A c t '  and p a s t  a c c o u n t i n g  d e c i s i o n s .  

B. UNS E l e c t r i c ,  A t t z c h m e n t  N o .  2 

J o u r n a l  E n t r y  No. 1 r e c o r d s  t h e  i n i t i a l  c a p i t a l i z a t i o n  of UNS 
E lec t r i c  wi th  s u f f i c i e n t  cash t o  p u r c h a s e  t h e  a s s e t s .  The c a p i t a l  
s t r u c t u r e  was 3 4 %  e q u i t y  a n d  66% long-term d e b t .  J o u r n a l  E n t r y  N o .  2 
r e f l e c t s  the a c q u i s i t i o n  of t h e  e l e c t r i c  sys tem a s s e t s .  J o u r n a l  E n t r y  
No. 3 t o  Account 102,  E l e c t r i c  p l a n t  p u r c h a s e d  or sold, r e c o r d s  t h e  
a p p r o p r i a t e  p l a n t  a c c o u n t s .  J o u r n a l  E n t r y  No. 4 r e f l e c t s  t h e  c l e a r i n g  
of  Account 102 ,  E l e c t r i c  p l a n t  p u r c h a s e d  or s o l d  t o  Account 1 1 4 ,  
E l e c t r i c  p l a n t  a c q u i s i t i o n  a d j u s t m e n t s .  E n t r y  N o .  5 r e f l e c t s  t h e  
c l e a r i n g  of t h e  r ema in ing  b a l a n c e  i n  Account 1 1 4  t o  Account 108, 
Accumulated p r o v i s i o n  for d e p r e c i a t i o n  o f  electric u t i l i t y  p l a n t .  

UNS E l e c t r i c  b e l i e v e s  i t s  proposed  accoun t ing  f o r  t h e  c l e a r i n g  of 
Accounts  102  and 1 1 4  i s  c o n s i s t e n t  t h e  wi th  t h e  Commission's Uniform 
System of Accounts  P r e s c r i b e d  f o r  P u b l i c  U t i l i t i e s  and L i c e n s e e s  
S u b j e c t  t o  t h e  P r o v i s i o n  of t h e  F e d e r a l  Power A c t 2  and past a c c o u n t i n g  
d e c i s i o n s .  

c .  ProSorma Financia l  S ta t emen t s ,  A t t a c h m e n t  No .  3 

The e f f e c t  of t h e  p roposed  j o u r n a l  e n t r i e s  on t h e  f i n a n c i a l  
s t a t e m e n t s  of U N S  Gas and UNS Elec t r i c  i s  shown i n  Attachment  3 .  The 
f i n a n c i a l  s t a t e m e n t s  p r o v i d e d  a r e  an  August 11, 2003 b a l a n c e  s h e e t  and  
an  income s t a t e m e n t  €o r  t h e  s e v e n  months and e l e v e n  days  ended August 
11, 2 0 0 3 .  
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11. SUPPORT FOX PROPOSED JOURNAL E N T R I E S  

A .  Background of Commission Accounting Requirements 

The Commission has put into place accounting systems that 
recognize, measure, and reporc economic consequences in accordance with 
the standards that are prescribed for rates. Under the accounting 
model, the Commission has a longstanding policy of requiring that a 
jurisdictional utility classify any differences between the purchase 
price of utility plant acquired in connection wirh an acquisition and 
the related original cost of those assets as an acquisition adjustment 
in Account 114, Gas/Electric plant acquisition adjustments. In those 
cases in which the purchase price is less than the original cost of the 
related assets, the so-called "negative" acquisition adjustment, the 
Commission has directed jurisdictional utilities to reclassify the 
negative amounts to Account 108, Accumulated p r o v i s i o n  f o r  depreciation 
of gas/electric utility plant. 

B. Accounting for the Acquisition Adjustment and the 
Clearing Gf Account 102 

The proposed entries to Account 102 G a s  plant purchased or so ld  
for U N S  Gas are a debit of $137,186,838 to record the purchase of the 
gas plant (Entry 2 of Attachment 11, a credit of $206,265,427 to record 
the plant values (Entry 3 of Attachment 1) and a debit of $69,078,589 
to clear Account 102 (Entry 4 of Attachment 1). 

The proposed entries KO Account 102 Electric plant purchased or 
sold for UNS Electric are a debit of $90,814,602 to record the purchase 
of the gas plant (Entry 2 of P-ttachment 2 ) ,  a credit of $196,379,238 to 
record the plant values (Entry 3 of Attachment 2) and a debit of 
$105,564,636 to clear Account 102 (Entry 4 of Attachment 2). 

UNS Gas and UNS Electric propose to reclassify the "negative" 
acquisition adjustments to Account 108 (Entries 5 of Attachment 1 and 
2 )  ~ 

A s  support for this proposed accounting, UNS Gas and UNS Electric 
rely on the accounting treatment for business combinations under 
generally accepted accounting principles (GAAP). The Financial 
Accounting Standards Board (FASB)  recently revised the accounting 
standards for business combinations. The revised standards require 
that the purchase price of the assets be allocated among the assets 
based on the fair market value of the assets acquired. The fair market 
value of the gas and electric system assets acquired is equal to the 
acquisition price agreed to by the parties. After allocating the 
acquisition price to those assets carried on the balance sheet at fair 

balance reflects the fair market value of the gas and electric plant 
assets acquired. The reclassification of the "negative" acquisition 
adjustment to Account 1 0 8  results in a book value equal to the fair 
market value of the assets acquired. 

market value (e.g., cash, accounts receivable, etc.) the remaining .. 
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O v s r  the years the Commission has emphasized its overall 
objective and goal of minimizing the differences between accounting and 
financial statement presentation in reports prepared for the FERC, 
stockholders, and others. TherefoLe, U N S  Gas and UNS Electric believe 
it is appropriate to account for "negative" acquisition adjustments 
consistent with the revised GAAP f o r  accounting for business 
combinations. Therefore, U N S  Gas and U N S  Electric request approval f o r  
the reclassification of the "negative" acquisition adjustment to 
Account 108 and for the clearing of Account 1 0 2 .  

If you require additional information please contact me at (520) 
745-3122 ~ 

Very truly yours, 

Karen G. Kissinger 
Vice President, Controller and 
Chief Compliance Officsr 

4 

K G K / g b  
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Attachment No. 1 
UniSource Energy Services 

UNS Gas 
Journal Entries for the Purchese of Citizens Gas Co. Assets 

1 
Cash 
Common Stock Subscribed 
Donations Received from Stockholders 
Other Long-Term Debt 

FERC 
Acct Debit Credil 

131 150.000.000 
202 10 
208 49.999,990 
224 100.000.000 

To record the debt and equity lransactions for the purchase of the gas acsers 

2 
Gas Plan1 Purchased 
Cash 
Cash 
Customer Accounts Re-eivabte 
Other Accounts Receivable 
Accumulated Provision for Uncollectible Accounts 
Plant Materials and Operating Supplies 
Prepayments 
Accrued Utility Revenues 
Miscellaneous Current and Accrued Assets 
Other Regulatory Assets 
Unrecovered Purchase Gas Costs 
Donations Received from Stockholders 
Other Long-Term Debt 
Accumulated Provisioin for Pension and Benefits 
Accounts Payable 
Customer Deposits 
Interest Accrued 

Customer Advances for Construction 

To record the acquisition of gas pfant assets. 

/ 

1 a2 
131 
131 
142 
143 
144 
154 
165 
173 
174 

182.3 
191 
208 
224 

228.3 
232 
235 
237 
252 

137,186,838 

1.674.182 
422,310 

908.377 
353.427 

6.366.518 
27,422 

383.765 
5.623.892 

135.792.209 
1.503.029 

248.812 

1.419.941 
486.820 
778.422 

8,613,075 
2,083,159 

61,070 
1.959.594 

3 
Gas Plant Purchased 102 206,265,427 
Gas Plant in Service 101 248.032.644 
Construction Work in Progress - Gas 107 1,408,952 
Accumulated Provision for Depreciation of Gas Utility Plant 
Accumulated Provision for Amortization and Depletion of Gas Utility Plant 
Accumulated Provision for Amortization of Gas Pbnt Acquisition Adjustment 
Gas Plant Acquisition Adjustment 114 21,316.577 

108 
111 
115 

6 1.069.331 
378,187 

3.045.228 

To record the original cost of the acquired gas plant asseis. 

4 
Gas Plant Purchased 
Gss Plant Acquisition Adjustment 

102 69.078.589 
114 69.078.589 

To close out the balance in account 102. Gas Plant Purchased, to account 114. Gas Plant Acquisition Adjushent. 

5 
Gas Plant Acquisition Adjustment 
Accumulated Provision for Deprecialion of Gas U t i l i  Pfant 

114 47.762.012 
108 47,782,012 

To reclass negative acquisltton adjustment to account 108. Accumulated Provision for Depreciation of Gas Plant 
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Attachment No. 2 
UniSource Energy Services 

UNS Electric 
Journal Entries for the Purchase of Citizens Electric Co. Assets 

I 
Cash 
Common Stock Subscribed 
Donations Received from Stockholders 
Other Long-Term Debt 

FERC 
Acb Debit Credit 

131 91,000,000 
202 10 
208 30,999,990 
224 60.000.000 

To record the debt and equity transactions for the purchase of the etectrtc assets 

2 
Electric Plant Purchased or Sold 
Cash 
Cash 
Cash 
Other Special Deposits 
Customer Accounts Receivable 
Other Accounts Receivable 
Accumulated Provision for Uncollectible Accounts 
Plant Materials and Operating Supplies 
Prepayments 
Accrued Utility Revenue 
Preliminary Survey & Investigation Charges 
Donations Received from Stockholders 
Obligations Under Capital Lease -Noncurrent 
Accumulated Provision for Pensions and Benefits 
Accounts Payable 
Customer Deposits 
Interest Accrued 
Miscellaneous Current and Accrued Liabilities 
OMigations Under Capital Lease -Current 
Customer Advances for Construction 
Other Deferred Credits 

To record the acquisition of electric ptant assets 

3 
EIedric Plant Purchased or Sold 
Electric Plant in Service 
Property Under Capital Leases 
Construction Work in Progress - Electric 
Accumulated Provision for Depreciation of Electric Utility Plant 
Accumulated Provision for Amortization of Electric Utility Plant 

To record the original cost of the acquired electric plant assels. 

4 
Electric Plant Purchased or Sold 
Electric Plant Acquisition Adjustments 

102 
131 
731 
131 
134 
142 
143 
144 
154 
165 
173 
183 
208 
227 

228.3 
232 
235 
237 
242 
243 
252 
253 

102 
101 

101 1 
107 
1 08 
111 

90.814.602 
7.255 

82,765.296 
1,002.900 

11,340 
6.639.217 

63,191 

3,322.56 1 
229.765 

7,772.812 
579.847 

94,524 

946.627 
631,806 

1.286.578 
16,320,048 
2.809.988 

92.553 
1.086.185 

74.857 
1.706.608 

622,000 

196.379.238 
307.833.775 

730,678 
8.000.306 

119.261.742 
923.779 

102 105,564.636 
114 105,564,636 

To close out the balance in account 102. Electric Plant Purchased. to account 114. Electric Plant Acquisition Mjuslment 

5 

Electric Piant Acquisition Adjustments 114 105.564.636 
1 OB 105564.636 Accumulated Provision for Depreciation of Electric Utility Plant 

To redass negative acquisition adjustment to account 108. Accumulated Provision for Depreciation of Electric Plant 

6 
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Attachment No. 3 -Continued 

Unisource Energy Company 
UNS Gas 

Statement of Income 
Year ~ to - Date 
August lf, 2003 

(Unaudlted) 

Year-To-Date Pro Forma Proforma 
Xtle of Account Oct. 31, 2002 Adjustment Balance 

(b) fc) (d) la) 

Utility Operating Income 

s - s  - s  Operating Revenues (400) 

Operating Expenses 
Operation Expenses (401) 
Maintenance Expenses (402) 
Depreciation Expense (403) 
Taxes Other Than Income Taxes (408) 
Income Taxes (409) 

Total Operating Expenses 

Utility Operatlng Income 

Other Income and Deductions 
Interest and Dividend Income (419) 
Investment Tax Credits (420) 
Miscellaneous Nonoperating Income (421) 
Loss on Disposition of Property (421.9) 
Miscellaneous Income Deductions (426) 

Total Other Income and Deductions 

Interest Charges 
Other Interest Expense (431) . .  
Allowance for Borrowed Funds Used During Construc%on ($22) 

Total Interest Charges 

f - 5  - s  Net Income 

9 

Note: No pro forma adjustments are reflected beczuse the transaction itsel; does no1 impact GasCo. revenues or expenses 
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Atlachmenl No. 3 - Continued 

Unisource Energy Company 
UNS Electric 

Statement of Income 
Year ~ to - Date 
August 11,2003 

(Unaudited) 

Year-To-Date Pro Forma Proforma 
Title of Account Aug. 11,2003 Adjustmen; Balance 

(b) (C )  (d) 
(2 )  

Utility Operating Income 

s - s  - 5  
Openling Revenues (400) 

Operating Expenses 
Operalion Expenses (401) 
Maintenance Expenses (402) 
Depreciatlon Expense (403) 
Taxes Other Than Income Taxes (400) 
fnuxne Taxes (409) 

Tolal Operating Expenses 

Utility Operating Income 

Other Income and Deductions 
Interest and Dividend Income (419) 
Investment Tax Credits (420) 
Misceltaneous Nonoperating Income (421) 
Loss on Diposil im of Property (421.9) 
Misceilanews Income Dedudims (426) 

Total Other Income and Deductiom 

Interest Charges 
Other Interest Expense 1431) 
A U m c e  for Bwmwed Funds Used During Construction (432) 

Total Interest Charges 

- 5  - 5  5 
Net Income 

Note: No pro forma adjustments are reflected because the transactwn Itself does no1 Impact UNS Electric tevenues OT upenses 
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Executive Summary of Ronald E. White 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01 032A-02- 

EXECUTIVE SUMMARY-RONALD E. WHITE 

Or. White conducted depreciation studies for Citizens Communications 

Company's Northern Arizona Gas Division ("NAGD") and Santa Cruz Gas 

Division ("SCGD"). Dr. White collected plant accounting data from the 

Company, visited the Arizona properties to  examine the plant, and engaged 

in discussions with severat Company personnel. Relying on this information, 

Dr. White used accepted depreciation procedures and his expert judgment 

based on years of experience to develop revised depreciation rates for both 

the NAGD and the SCGD. 

For both properties, Dr. White is proposing composite depreciation 

rates that are significantly below the current rates. The proposed composite 

rate for NAGD is 2.72%, compared with a current composite rate of 3.51%. 

Similarly, the proposed composite rate for SCGD is 1.97%, compared with 

the current composite rate of 3.69%. I n  both properties, this reduced rate 

in part results from the fact that Citizens has expended substantial sums for 

new plant (such as distribution and transmission facilities), as well as for 

maintaining and reinforcing existing plant. Company witness Doherty has -- 
used Dr. White's proposed depreciation rates to calculate proposed ----..-.-.-. __L I- ___--_-_ ~ _-_- -.. 

depreciation expenses, which are also significantly tower than current 

depreciation expenses. 

-_________I_____ ^c_____ __- --.-- 

__.__ --<--....--- 
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CITIZENS COMMUNICATIONS CO - Northern Arizona Gas Division 

7 

Present Proposed 
Rem. Future Accrual Rem. Future Reserve Accrual 

Account Description Life Salvage Rate Life Salvage Ratio Rate 
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TRANSMISSION 
367.00 Mains 22.50 2.57% 55.32 -10.0% 22.30% 1.59% 
369.00 Measuring and Regulating Station Equip. 19.00 -5.0% 3.32% 49.42 -5.0% 25.57% 1.61% 

Total Transmission 2.63% 54.70 -9.6% 22.55% 1.59% 
DISTRIBUTION 
376.00 Mains 
378.00 Measuring and Regulating Equipment 
379.00 Measuring and Regulating Station Equip, 
380.00 Services 
381.00 Meiers 
382.00 Meter Installations 
383.00 House Regulators 
384.00 House Regulator Installations 
385.00 Industrial Meas. And Reg. Station Equip: 
387.00 Other Equipment 

GENERAL PLANT 
390.00 Structures and Improvements 
391.00 Office Furniture and Equipment 
391.10 Office Furniture and Equip. -Computers 
39120 Office Furniture and Equip. - Mechanical 
393.00 Slores Equipment 
394.00 Tools. Shop & Garage Equipment 
395.00 Laboratory Equipment 
396.00 Power Operated Equipment 
397.00 Communication Equipment 
398.00 Miscellaneous Equipment 

Total Dlstributlon 

Total General Plant 

29.10 
11.70 
13.80 
34.80 
26.90 
26.90 
2020 
20.20 
22.70 

-10.0% 2.22% 47.62 -20.0% 19.31% 2.11% 
-30.0% 5.73Yo 35.02 -30.0% 19.68% 3.080/. 

5.52% 35.67 14.88% 2-39% 
-130.0% 4.75% 44.07 -50.0% 23.32% 2.87% 

2.86% 26.84 44.44% 2-07% 
2.86% 36.42 10.87% 2-45% 
3.77% 27.99 24.33% 2.70% 
3.77% 33.41 5.52% 2.83% 

-40.0% 3.82% 29.21 40.0% 63.88% 2.61% 
19.90 3.64% 23.54 26.41% 3.13% 

2.99% 44-80 -25.9% 21.49% 2.33% 
----- 

10.80 
14.20 
4.00 
14.20 
22.30 
15.30 
15.30 

7.70 
6.80 10.0% 

3.10% 22.39 
4.82% 19.07 
20.00% 2.64 
4.54% 21.37 
2.27% 30.76 
5.76% 19.76 
5.76% 5.65 
24.60% 8.19 10.0% 
4.93% 11.74 

16.18% 
18.90% 
6326% 
3.64% 
6.72% 
28.82% 
46.68% 
38.59% 
28.98% 

3.74% 
4.25% 
13.92% 
4.51% 
3.03% 
3.60% 
9.44% 
6.28% 
6.05% 

7 -00 5.43% 22.10 11.49% 4.01% - ~ _ _ _ - -  
9.55% 9.16 0.2% 31.95% 7.41% 

CONTRIBUTIONS IN AID OF CONSTRUCTION 
376.09 Mains 29.10 -10.0% 2.22% 33.41 48.73% 1.53% 

----- 34.80 -130.0~~ 4.75% 46.18 9.30% 1.96% 380.09 Services 
Total Contributions In Ald of Construction 2.63% 36.06 42.30% 1.60% 

TOTAL UTlLllY 3.51% 37.62 -24.0% 21.57% 2.72% 

PAGE 17 



CITIZENS COMMUNICATIONS CO - Santa Cruz Gas Division 
Comparison of Present and Proposed Accrual Rates 

Present: 6G Procedure I RL Technique 
Proposed: VG Procedure / RL Technique 

Exhibit KGK - 7 
Page 2 of 2 

Account Description 
_ _ _ _ ~  

A 

TRANSMISSION 
367.00 Mains 
369.00 Measuring and Regulating Equipment 

DISTRIBUTION 
375.00 Structures and Improvements 
376.00 Mains 
378.00 Meas. and Reg. Sta. Equip. - General 
379.00 Meas. and Reg. Sta. Equip. - City Gate 
380.00 Services 
381.00 Meters 
382.00 Meter Installations 
383.00 House Regulators 
384.00 House Regulator Installations 

Total Distribution 

GENERAL PLANT 
390.00 Structures and Improvements 
391.00 Office Furniture and Equipment 
394.00 Tools, Shop & Garage Equipment 
395.00 Laboratory Equipment 
396.00 Power Operated Equipment 
397.00 Communication Equipment 
398.00 Miscellaneous Equipment 

CONlRlBU?lONS IN AID OF CONSTRUCTION 
376.09 Mains 
380.09 Services 

Total Transmission 

Total General Plant 

Total Contributions in Aid of Construction 

TOTAL UTILITY 

Present 
Rem. Future Accrual 
Life Salvage Rate 

B C D 

-5.0% 2.67% 
4.14% 
2.73% 

- ~ _ _ _  

7.27% 

3.07% 
3.07% 

-25.0% 5.65% 
2.58% 
2.58% 
4.06% 
4.06% 
3.71% 

-5.0% 2.99% 

--- 

3.50% 
3.94% 
3.39% 
3.28% 
0.99% 
4.13% 
5.06% 
3.33% 

~~- 

-5.0% 2.99% 
- ~ -  -25.0% 5.65% 

3.27% 

3.69% 

Life Salvage Ratio 
E F G H 

36.06 -10.0% 79.02% 0.82% 
43.56 -5.0% 47.64% 1.31% 
37.23 -9.8% 70.57% 0.84% 
- ~ _ _ _ _ _ _  

16.64 
43.64 
31.66 
33.75 
39.69 
26.51 
29.96 
22.87 

79.21% 
-20.0% 48.93% 

38.64% 
26.38% 

-50.0% 47.05% 
50.83% 
38.64% 
52.16% 

1.25% 
1.63% 
1.94% 
2.18% 
2.57% 
1.85% 
2 .O 5% 
2.09% 

-___-- 34.50 2.14% 2.04% 
39.74 -25.4% 40.50% 1.93% 

21.56 14.46% 3.97% 

21.60 
16.41 42.64% 3.48% 

13.52 920% 6.71% 

25.00 15.67% 3.37% 
13.33% 4.01% 

11.67 10.0% 57.20% 2.81% 

20.51 17.16% 4.04% 
20.35 0.6% 17.90% 4.00% 
-_________ 

50.95 22.56% 1.52% 
-___-___ 44.67 16.02% 1.88% 

50.14 21.86% 1.56% 

30.45 -25.3% 49.45% 1.97% 
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Direct Testimony of Kevin H. Doherty 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

average level of account write-offs, net of subsequent recoveries, 

experienced during the past three years. Since the portion of customer 

bills for the base cost of gas and the PGA are subject to write-off, such 

amounts have been added to the computational base. 

The portion of Adjustment C relating to interest on customer deposits is 

related to  the deduction of customer deposits from rate base, discussed in 

connection with Schedule B-9. It reflects the fac t  that such interest is 

typically recorded as a component of Other Interest Expense, which would 

not afford the Company the opportunity to recover such costs through the 

ratema king process, absent this reclassification to operating expenses. The 

adjustment was computed based on the end-of-year balance of customer 

deposits and the prescribed rate of 6%. 

Please discuss Adjustment I, relating to Depreciation Expense. 

Adjustment I in Schedule C-2 sets forth, by prime account, the AGD’s 

adjusted depreciation expense for the test year using the adjusted plant 
.....----., -I--.--.--.----- 

balance as of December 31, 2001, and the depreciation rates proposed by -------------------- -_.-,-ll.___l____ __ _c-_I_____ 

Dr. White. - These factors result in a significant decrease to the AGD’s 

depreciation expense. 

Please describe the next operating expense item, relating to Lease Expense 

for New Office Facilities. 

As noted above, subsequent to the test year, the AGD personnel relocated 

from the administrative office building located on Yale Street in Flagstaff, to 

a leased facility. This was a part of a cost-cutting approach adopted by 

AGD. Pro forma Adjustment 1 reflects the annual lease expense that is a 
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DOCKET NO. E-01 03X-00-075 1 ET A L  

sed power, the customers acquired by UniSource will enjoj 

relative rate stability in base rates and purchased power rates7 for at least the next several years. Wc 

find that the base rate moratonum provision provides a significant benefit to affected ratepayers 

However, we believe the SettIement Agreement should be modified slightly to make it  clear tha 

GasCo and ElecCo shall not be permitted to increase their gas or electric base rates prior to August 1 

2007. 

I. 

The Signatory Parties agree that, for ratemaking purposes, the Fair Value Rate Base 

:‘‘FVREY*) for the Citizens’ gas assets to be acquired by GasCo is $142,132,013, as of October 29: 

2002 (See Appendix B, Schedule 2, of Settlement Agreement). The Signatory Parties further agree 

-hat, for ratemaking purposes, a reasonable rate of return on the stipuIated FVRB equals 7.49 percent. 

f i e  stipulated rate of return is based on a total cost of capital of 9.05 percent, derived fiom a cost of 

:quity of 11 .OO percent and a cost of debt of 7.75 percent for original cost rate base (See Appendix B, 

Schedule 1, of Settlement Agreement). The Settlement provides that GasCo’s increase in revenues 

will equal $15,191,276 (See Appendix B, Schedule 1, of Settlement Agreement). The Agreement 

dso sets forth a rate design for the new gas rates that includes, among other things, that the monthly 

:ustomer charge wil1,increase from $5.00 to $7.00 and the base cost of gas implicit in the commodity 

ates for all tariff classes will be $0.400 per therm (Se’e Appendix 13, Schedule 3,  of Settlement 

4greement). 

Terms of Gas Rate Case ARreement 

--- 
----..-.------...-- .... --..-_-_- -_l___.___l________ -_ 

The Signatory Parties hrther agree that the purchased gas adjustor (“PGA”) bank balance will 

lot be affected by the Agreement and that UniSource andor GasCo will comply with .all prior 

:omission orders regarding treatment of the PGA bank balance. With respect to the new stipulated 

60.400 per therm base cost of gas, the Settlement provides that the existing $0.1 00 per them (over I2 

nonths) fluctuation limit, without Commission approval, shalI be increased to $0.150 for 12 

:onsecutive months after approval of the Settlement. At the end of that period, the PGA rate would 

evert to the current $0.100 per them fluctuation limit. 

Purchased power rates could be reduced during this period if UniSource is successful in renegotiating the New Contract 
vith PWCC. 

hldlordcr/00751 o&o I7  66028 DECISION NO. 
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IT IS FURTHER ORDERED that UniSource is authorized to create subsidianes to own and 

,perate the electric and gas utility assets purchased from Citizens and, if necessary, to form an 

ntermediate holding company to finance and own the electric and gas subsidiaries. 

IT IS FURTHER ORDERED that, pursuant to A.RS.  $§40-301 et seq., the proposed 

inancing arrangements are approved, including bridge financing, bond financing, and revolving 

:redit financing by UnISource’s electric and gas subsidiaries, and the issuance of stock by those 

:ompanies. 

IT IS FURTHER ORDERED that, pursuant to A.A.G. R14-2-804, TEP IS authorized to loan 

ip to $50 million to UniSource for the sole purpose of funding the purchase of Citizens’ gas and 

:lectric business, subject to the terms and conditions set forth in the Settlement Agreement. 

IT IS FURTHER ORDERED that, pursuant to A.A.C. R14-2-803, UniSource is authorized to 

:apitalize the new electric and gas subsidiaries, subject to the terms of the Settlement Agreement. 

IT IS FURTHER ORDERED that, pursuant to the terms of the Settlement Agreement, a 

vaiver shall be granted to Decision No. 60480, as amended by Decision No. 62103, which requires 

JniSource to invest at least 30 percent of the proceeds of a public stock issuance in TEP. This 

v3iver is grmted for the sole pu-pose of allowing UniSource the ability to finance the acquisition of 

Xizens’ gas and electric assets under the terms of the Settlement. 

IT IS FURTHER ORDERED that the fair value rate base of $142,132,013 and rate of return 

If 7.49 percent are reasonable for the gas operations of Citizens that are to be acquired by UniSource 

tursuant to the terms of the Settlement Agreement. 

IT IS FURTHER ORDERED that the stipulated increase in gas operation revenues in 

ccordance with the Settlement Agreement, including the stipulated rate design and tariff 

nodifications related to service line and main extension policies, are approved. 

--.-------1-------.--..--- .... -----.---- ....,- I ”. .-I- “-.-__cI____L _.___I_^__._ _._*.I___ 

-..-_. .....__ ._ ---...-e..&.C-I -- ..... - -,.. ~ ~ ...- - -, . i ...... . .. ..- ...., . __“___I , -_  ___ 
--.-...- --*..--...e_ -..- . ..- 1- -- ....._. ~--.--.”-..-c-.~:~..-~---.-.I ...-.... ~_ly____i ,,-., C.Z*,I-.CI\~UI 

IT IS FURTHER O R D E E D  that UniSource’s proposed operating company subsidiaries,. 

3lecCo and GasCo, shall not file a general rate case increase for a period of at least three years from 

he effective date of this Decision and the rate increase resuIting.fiom this general rate increase 
. -. . 

pplication shall not become effective pnor to August 1, 2007, subject to the exceptions set forth in 

he Settlement Agreement. 

66028 
31 DECISION NO. 
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Q. 
A. 

Q- 

A. 

Q. 

A. 

11. 

Q. 
A. 

INTRODUCTION. 

Please state your name and address. 

My name is Karen G. Kissinger. My business address is 4350 E. Irvington Road, Tucson, 

Arizona. 

Are you the same Karen Kissinger who filed both Direct and Rebuttal Testimony in 

this proceeding? 

Yes, I am. 

Testimony file1 Have you had an opportunity to read the Surrc.,utta by the 

Commission Staff and RUCO witnesses regarding the topics you discussed in your 

Direct and Rebuttal Testimonies? 

Yes 1 have. 

RESPONSE TO RUCO SURREBUTTAL TESTIMONIES. 

Do you have any comments to Staff and/or RUCO Surrebuttal Testimonies? 

Yes, with regards to RUCO Surrebuttal Testimonies. RUCO witnesses Ms. Diaz-Cortez 

and Mr. Moore do not fully address my Rebuttal Testimony, and provide no additional 

information with respect to the issues that I addressed. The assertions of unsupported plant 

additions and use of improper depreciation rates are conceptually flawed, and have not 

been correctly quantified in RUCO’s recommended measure of UNS Gas revenue 

requirements. 

Additionally, beginning at line 23 of page 5 of his Surrebuttal Testimony Mr. Moore states 

that both RUCO and the Company are in agreement with the amount $28,649,085 as 

1 
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3. 
Q. 

representing “the difference between the value of the Commission approved test-year gross 

plant in the prior rate case and the Company’s requested amount in the instant case..”. I 

wish to make it clear that there exists no such agreement. As pointed out in the narrative 

portion of our response to RUCO Data Request No. 2.19 (a copy of which accompanies 

this Rejoinder Testimony as Exhibit KGK-13) that $28.6 million amount can only be 

obtained by comparing the difference between gross recorded cost of plant in service 

acquired from Citizens on August 11, 2003 ($248,032,644) and the final adiusted plant in 

service at December 31, 2001 ($219,383,559) in the previous rate case. The actual 

recorded balance of plant in service at December 31, 2001 was $234,203,129. Thus, Mr. 

Moore is comparing a recorded gross plant balance at the end of 2001 after $14.8 million 

of adjustments with an unadjusted gross plant balance in August, 2003. These amounts are 

not comparable, and we do not agree with their use for any measurement purpose such as 

has been done by Mr. Moore. 

Do you have anything to add to your Rebuttal Testimony regarding RUCO’s 

assertions of unsupported plant additions and the use of improper depreciation 

rates. 

No. I provided ample evidence through my Rebuttal Testimony and including several 

exhibits to show why RUCO’s recommendation to disallow certain plant additions is 

completely without merit. Also, I showed how the Company’s proposed depreciation rates 

were used by the Commission in determining and approving the revenue requirement for 

UNS Gas in Decision No. 66028 (July 3, 2003). RUCO provides no evidence that refbtes 

either of these points. 

Does that conclude your Rejoinder Testimony? 

Yes it does. 

2 
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UNS GAS, INC.’S SUPPLEMENTAL RESPONSE TO 
RUCO’S SECOND SET OF DATA REQUESTS 

DOCKET NO. G-04204A-06-0463 

November 6,2006 

Net Gas Plant in Service - Further to the Company’s response to 
RUCO data request 1.08, please provide the following additional 
information: 

Specifically, RUCO has reconstructed the plant accounts between 
the authorized FVRB approved in the Settlement Agreement and 
the balances provided in the UNS response (see attached 
Schedules). This analysis shows that $28,649,085 in 
unsubstantiated plant additions occurred between 10/29/02 and 
08/1 1/03. 

Please make every effort to reconcile the increase of over $28.6 
million of plant in ten months. 

RESPONSE: UNS Gas is still compiling this information and the response will 
be provided at a later date. 

RESPONDENT: Karen Kissinger 

WITNESS: Karen Kissinger 

SUPPLEMENTAL RESPONSE: 

Information contained within the question appears to be incorrect, 
either with respect to the amount of the plant additions or the 
period during which such additions occurred. The plant additions 
amount appearing in the data request can only be arrived at by the 
following calculation: 

Plant in Service Acquired at 8/11/03 $248,032,644 

Adjusted Rate Base at 12/3 I/O 1 per the 
UNS Gas Rate Case and Acquisition 
Settlement agreement 2 19,383.559 

$ 28,649,085 
__________ 
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RUCO’S SECOND SET OF DATA REQUESTS 

DOCKET NO. G-04204A-06-0463 

November 6,2006 

It should be noted that the numbers are not directly comparable. 
The rate base amount reflects the recorded Plant in Service balance 
at December 3 1,2001 after being reduced by a net $14.8 million of 
rate case adjustments, while the acquired plant amount at August 
11,2003 has not been so adjusted. 

In response to this request, four types of information are being 
transmitted herewith. The first is a reconciliation of the recorded 
Plant in Service balances at December 3 1,2001 with the final 
adjusted amounts included in the rate case application and the 
settlement agreement approving the acquisition (see Bates Nos. 
UNSG(0463)00179 to UNSG(0463)00233). 

The second is an analysis of the ending balances of Plant in 
Service and Construction Work in Progress as well as capital 
expenditures for each month during the period December 3 1,2001 
through August 1 1 , 2003 (see Bates Nos. UNSG(0463)00234 to 
UNSG(0463)00243). Such reconciliation and analysis are derived 
from copies of the relevant pages from the monthly financial 
reports issued by Citizens Communications for its Northern 
Arizona and Santa Cruz Gas Divisions. These reports are the 
records of Citizens Communications, and not those of any 
UniSource Energy Corporation affiliate. It should be noted that 
the content of such monthly financial reports was substantially 
reduced after June 30,2003; thus, the analysis does not reflect the 
Plant in Service nor CWIP balances at July 3 1 , 2003 and August 
11,2003. 

Third, we are attaching the audited financial statements for the 
Citizens Arizona Electric and Gas properties for the calendar year 
ended December 31,2002 (see Bates Nos. UNSG(0463)00244 to 
UNSG(0463)00262). Bates Nos, UNSG(0463)00244 to 
UNSG(0463)00262 contain confidential information and are being 
provided pursuant to the terms of the Protective Agreement. In 
addition. 
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UNS GAS, INC’S SUPPLEMENTAL RESPONSE TO 
RUCO’S SECOND SET OF DATA REQUESTS 

DOCKET NO. G-04204A-06-0463 

November 6,2006 

Fourth, balance sheet financial data files we received from Citizens 
Communications as of August 11,2003 (see the four zip files on 
the enclosed CD) are provided. The four zip files on the CD are 

identified by Bates numbers. 

RESPONDENT: Carl Dabelstein 

WITNESS: Karen Kissinger 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS 

NOTE 1. NATURE OF OPERATIONS 

UNS Gas, Inc. (UNS Gas) is a gas distribution company serving approximately 139,000 retail 
customers in Mohave, Yavapai, Coconino, and Navajo Counties in northern Arizona, as well as Santa 
Cruz County in southeast Arizona. UniSource Energy Services, Inc. (UES), an intermediate holding 
company, established UNS Gas on April 14,2003, and owns all of the common stock of UNS Gas and 
UNS Electric. UniSource Energy Corporation (UniSource Energy) owns all of the common stock of UES. 
On August 11, 2003, UNS Gas and UNS Electric, Inc. (UNS Electric) completed the purchase of the 
Arizona gas and electric system assets from Citizens Communications Company (Citizens). 

References to "we" and "our" are to UNS Gas. 

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

BASIS OF PRESENTATION 

Our accounting policies conform to accounting principles generally accepted in the United States of 
America (GAAP), including the accounting principles for rate-regulated enterprises. Certain amounts 
reported in the prior year financial statements have been reclassified to conform to the current year 
presentation. These reclassifications had no effect on Net Income. 

ACCOUNTING FOR RATE REGULATION 

UNS Gas is regulated by the Arizona Corporation Commission (ACC) with respect to retail gas rates, 
the issuance of securities, and transactions with affiliated parties. 

UNS Gas generally uses the same accounting policies and practices used by unregulated 
companies for financial reporting under GAAP. However, sometimes these principles, such as the 
Financial Accounting Standards Board's (FASB) Statement of Financial Accounting Standards No. 71, 
Accounting for the Effects of Certain Types of Regulation (FAS 71). require special accounting treatment 
for regulated companies to show the effect of regulation. For example, in setting UNS Gas' retail rates, 
the ACC may not allow UNS Gas to currently charge their customers to recover certain expenses, but 
instead may require that these expenses be charged to customers in the future. In this situation, FAS 71 
requires that UNS Gas defer these items and show them as regulatory assets on the balance sheet until 
we are allowed to charge our customers. UNS Gas then amortizes these items as expense to the income 
statement as those charges are recovered from customers. Similarly, certain revenue items may be 
deferred as regulatory liabilities, which are also eventually amortized to the income statement as rates to 
customers are reduced. 

The conditions a regulated company must satisfy to apply the accounting policies and practices of 
FAS 71 include: 

an independent regulator sets rates; 
0 the regulator sets the rates to recover specific costs of delivering service; and . the service territory lacks competitive pressures to reduce rates below the rates set by the 

regulator. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

FAS 71 may, at some future date, be discontinued due to changes in the regulatory and competitive 
environments. If UNS Gas stopped applying FAS 71 to its regulated operations, it would write off the 
related balances of its regulatory assets as an expense and would write off its regulatory liabilities as 
income on its income statement. UNS Gas' cash flows would not be affected if it stopped applying FAS 
71 unless a regulatory order limited its ability to recover the cost of its regulatory assets. We believe our 
gas operations continue to meet the criteria for FAS 71. 

UTILITY PLANT 

UNS Gas reports utility plant at cost. Utility plant includes material and labor costs, contractor costs, 
construction overhead costs, and an allowance for funds used during construction (AFUDC). We charge 
maintenance and repairs to operating expense as incurred. 

AFUDC represents the estimated cost of debt and equity funds that finance utility plant construction. 
AFUDC is also allowed on certain in service gas division assets prior to their inclusion in rate base. We 
recover AFUDC in rates through depreciation expense over the useful life of the related asset. UNS Gas 
imputed the cost of capital on construction expenditures at an average of 7.83% for 2005 and 7.85% for 
2004. The component of AFUDC attributable to borrowed funds is included as a reduction of Other 
Interest Expense on the income statement and totaled $0.2 million in both 2005 and 2004. The equity 
component is included in Interest Income and totaled $0.2 million in both 2005 and 2004. 

We compute depreciation of utility plant on a straight-line basis over the service lives of.the assets. 
The average annual depreciation rates for UNS Gas' utility plant were 3.15% in 2005 and 2.81% in 2004. 

During 2005, it was determined that depreciation of certain UNS Gas assets had been overstated in 
prior periods. An adjustment was recorded which reduced Other Operations and Maintenance Expense 
by $0.3 million. 

CASH AND CASH EQUIVALENTS 

Cash and cash equivalents include cash on hand and highly liquid investments with original 
maturities of three months or less. 

MATERIALS AND SUPPLIES 

UNS Gas carries transmission and distribution materials and supplies in inventory at the lower of 
average cost or market. 

COMPUTER SOFTWARE COSTS 

UNS Gas capitalizes all costs incurred to purchase computer software and amortizes those costs 
over the estimated economic life of the product. We would immediately expense capitalized computer 
software costs if the software were determined to be no longer useful. 

' 

DEBT 

We defer costs related to the issuance of debt. These costs include underwriters' commissions, 
discounts or premiums, and other costs such as legal, accounting and regulatory fees and printing costs. 
We amortize the costs over the life of the debt using the straight-line method, which approximates the 
effective interest method. Unamortized debt issuance costs totaled $1.1 million at December 31, 2005 
and at December 31,2004. See Note 5. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

UTILITY OPERATING REVENUES 

UNS Gas records revenues from customers when the gas is delivered to our customers. Gas 
Revenue includes unbilled revenues which are earned (service has been provided) but not billed by the 
end of an accounting period. Unbilled sales are estimated for the month by reviewing the meter reading 
schedules and determining the number of billed and unbilled therms for each billing cycle. Current month 
estimated unbilled therms are allocated by customer class. New unbilled revenue estimates are recorded 
and unbilled revenue estimates from the prior month are reversed. 

We record an allowance for our estimate of revenues billed for which collection is doubtful. UNS 
Gas establishes an allowance for doubtful accounts based on historical experience and any specific 
customer collection issues. 

Other Revenues primarily consist of miscellaneous fees, including service connection and late fees, 
and revenue from transportation of gas purchased from other providers. 

PURCHASED GAS COSTS 

UNS Gas defers differences between actual gas purchase costs and the recovery of such costs in 
revenues under a Purchase Gas Adjustor (PGA) mechanism. The PGA mechanism addresses the 
volatility of natural gas prices and allows UNS Gas to recover its costs through a price adjustor. The PGA 
charye may be changed monthly based on an ACC approved mechanism that compares the twelve- 
month rolling average gas cost to the base cost of gas, subject to limitations on how much the price per 
therm may change in a twelve month period. UNS Gas defers and recovers through the PGA mechanism 
the difference between the actual cost of UNS Gas’ gas supply and transportation contracts and that 
currently allowed by the ACC. When under or over recovery trigger points are met, UNS Gas may 
request a PGA surcharge or surcredit with the goal of collecting or returning the amount deferred from or 
to customers over a twelve month period. 

RELATED PARTY TRANSACTIONS 

UNS Gas receives certain corporate and administrative support services from affiliates. These costs 
consist primarily of employee compensation and benefits. Services from Tucson Electric Power 
Company (TEP) totaled $2.8 million in 2005 and $2.4 million in 2004. Services from UNS Electric totaled 
$0.6 million in 2005 and $0.7 million in 2004. TEP, a regulated public utility serving retail electric 
customers in southern Arizona, is UniSource Energy’s largest operating subsidiary. 

INCOME TAXES 

GAAP requires us to report some of our assets and liabilities differently in our financial statements 
than we do for income tax purposes. We report the tax effects of differences in these items as deferred 
income tax assets or liabilities in our balance sheet. We measure these tax assets and liabilities using 
current income tax rates. 

UNS Gas is a member of the UniSource Energy consolidated income tax filing. UNS Gas is 
allocated income taxes based on its taxable income and deductions as reported in the UniSource Energy 
consolidated and/or combined tax return filings. The tax liability is allocated in accordance with the 
Income Tax Regulations. As a result, the regular tax liability of the company is calculated on a stand 
alone basis and the liability is then owed to UNS through intercompany accounts. UNS has the ultimate 
responsibility for payment of consolidated tax liabilities to taxing authorities and maintaining intercompany 
tax accounts with its subsidiaries. The Alternative Minimum Tax (AMT) liability of the company is also 
computed in accordance with Proposed Income Tax Regulations. This method for allocating consolidated 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

A M I  among group members considers the contribution that one member’s AMT attributes provide in 
offsetting the consolidated AMT liability that would otherwise result if the member were not included in the 
consolidated group. 

DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES 

UNS Gas applies Statement of Financial Accounting Standards No. 133, Accounting for Derivative 
lnstruments and Hedging Activities, as amended (FAS 133). Under FAS 133, all derivative instruments, 
except those meeting specific exceptions, are recognized in the balance sheet at their fair value. 
Changes in fair value are recognized immediately in earnings unless specific hedge accounting criteria 
are met. For derivatives that qualify for hedge accounting, depending on the nature of the hedge, 
changes in fair value are either offset by changes in the fair value of the hedged assets, liabilities, or firm 
commitments through earnings, or recognized in other comprehensive income until the hedged item is 
recognized in earnings. At December 31,2005 and December 31,2004, UNS Gas had no derivatives 
accounted for as cash flow hedges. 

Management has determined that UNS Gas’ physical gas purchases qualify for the normal 
purchases and normal sales exception provided by FAS 133. This exception applies to physical sales 
and purchases of gas supply where it is probable that physical delivery will occur, the pricing provisions 
are clearly and closely related to the contracted prices and the FAS 133 documentation requirements are 
met. 

FAIR VALUE OF FINANCIAL INSTRUMENTS 

The carrying amounts of our current assets and liabilities approximate fair value because of the short 
maturity of these instruments. 

UNS Gas’ senior unsecured notes of $100 million outstanding at December 31,2005 and December 
31, 2004, have estimated fair values of $105 million and $108 million, respectively. UNS Gas determined 
the fair value of the senior unsecured notes by calculating the present value of the cash flows of each 
note, using a discount rate consistent with market yields generally available as of December 31,2005 and 
December 31,2004, for bonds with similar characteristics with respect to credit rating and time-to- 
maturity. The use of different market assumptions and/or estimation methodologies may yield different 
estimated fair value amounts. 

EVALUATION OF ASSETS FOR IMPAIRMENT 

UNS Gas evaluates its Utility Plant and other long-lived assets for impairment whenever events or 
circumstances occur that may indicate the carrying value of the assets may be impaired. If the fair value 
of the asset determined based on the undiscounted expected future cash flows from the long-lived asset 
is less than the carrying value of the asset, an impairment would be recorded. 

ASSET RETIREMENT OBLIGATIONS 

FASB Statement of Financial Accounting Standards No. 143, Accounting lor Asset Retirement 
Obligations (FAS 143) requires entities to record the fair value of a liability for a legal obligation to retire 
an asset in the period in which the liability is incurred. FASB Interpretation No. 47, Accounting for 
Conditional Asset Retirement Obligations (FIN 47), requires entities to record the fair value of a liability 
regarding a legal obligation to perform asset retirement activity in which the timing and (or) method of 
settlement are conditional on a future event that may or may not be within the control of the entity. We 
record a liability when we are able to reasonably estimate the fair value of any future obligation to retire 
as a result of an existing or enacted law, statute, ordinance or contract. We also record a liability for the 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

fair value of a conditional asset retirement obligation if the fair value can be reasonably estimated. When 
the liability is initially recorded, we capitalize a cost by increasing the carrying amount of the related long- 
lived asset. Over time, we adjust the liability to its present value by recognizing accretion expense as an 
operating expense in the income statement each period, and the capitalized cost is depreciated over the 
useful life of the related asset. Upon settlement of the liability, we either settle the obligation for its 
recorded amount or incur a gain or loss if the actual costs differ from the recorded amount. 

Under FAS 143, only the costs to remove an asset with legally binding retirement obligations will be 
accrued over time through accretion of the asset retirement obligation and depreciation of the capitalized 
asset retirement cost. 

USE OF ACCOUNTING ESTIMATES 

The preparation of financial statements in conformity with GAAP requires management to make 
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of 
contingent assets and liabilities at the date of the financial statements and the reported amounts of 
revenues and expenses during the reporting period. .Actual results could differ from those estimates. 

CONCENTRATION OF CREDIT RISK 

As of December 31, 2005, UNS Gas had a total credit exposure related to its gas supply contracts of 
$9 million, primarily related to its relationship with one counterparty. Counterparty credit exposure is 
calculated by adding any outstanding receivables (net of amounts payable if a netting agreement exists) 
to the mark-to-market value of any forward contracts. 

NOTE 3. REGULATORY MAITERS 

UNS Gas is regulated by the ACC with respect to retail gas rates, the issuance of securities, and 
transactions with affiliated parties. UNS Gas’ retail gas rates include a monthly customer charge, a base 
rate charge for delivery services and the cost of gas (expressed in cents per therm), and a PGA 
mec hanis m. 

Concurrent with the closing of the acquisition, a retail rate increases for customers of UNS Gas went 
into effect in August 2003. The rate increase was approved by the ACC in July 2003, when it approved 
the acquisition and the terms of the April 2003 settlement agreement (UES Settlement Agreement) 
among UniSource Energy, Citizens, and the ACC Staff. 

The related ACC order and the UES Settlement Agreement include the following terms related to 
UNS Gas rates: 

An increase in retail delivery base rates, effective August 11,2003, equivalent to a 20.9% overall 
increase over 2001 test year retail revenues through a base rate increase. 

0 Fair value rate base of $142 million and allowed rate of return of 7.49%, based on a cost of 
capital of 9.05%, derived from a cost of equity of 11 .OO% and a cost of debt of 7.75% (based on a 
capital structure of 60% debt and 40%.equity). 

0 The existing PGA rate may not change more than $0.15 per therm through July 2004. Thereafter, 
the PGA rate may not change more than $0.10 per therm. 

Under the terms of the ACC order, UNS Gas may not file a general rate increase until July 2006 and 
any resulting rate increase shall not become effective prior to August 1, 2007. 

11 



UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The UES Settlement Agreement also limits dividends payable by UNS Gas to UES and UniSource 
Energy to 75% of earnings until the ratio of common equity to total capitalization reaches 40%. The ratio 
of common equity to total capitalization for UNS Gas was 44% at December 31, 2005 and was 37% at 
December 31.2004. 

The following table shows the balance of under recovered purchased gas costs as of December 31: 

2005 2004 
-Thousands of Dollars- 

Under Recovered Purchased Gas Costs - Regulatory Basis 
as Billed $1 5,700 $ 9,281 

Recovered Purchased Gas Costs - Unbilled Revenue Accrued (9,801) (7,419) 
Under Recovered Purchased Gas Costs per Financial 

Statements $ 5,899 $ 1,862 

In August 2005, UNS Gas filed a request with the ACC to approve an increase in the PGA surcharge 
from $0.03 per therm to $0.27 per therm to be effective October 1,2005. An increase was necessary to 
allow for the recovery of the existing PGA bank balance and recover projected costs of gas during the 
winter season. 

On October 19, 2005, the ACC approved the following PGA surcharges: 

Surcharne Amount 
Per Therm Period In Effect 

$0.15 November 2005 - February 2006 
$0.25 
$0.30 
$0.35 
$0.25 
$0.20 
$0.25 

March 2006 - April 2006 
May 2006 - June 2006 
July 2006 - September 2006 
October 2006 - November 2006 
December 2006 - February 2007 
March 2007 - April 2007 

Currently, this PGA surcharge is predicted to stem the growth of the PGA bank balance. However, if 
gas prices increase, the PGA bank balance may continue to grow despite this surcharge. Sources to 
fund the growing balance could include an additional surcharge, draws on the revolving credit facility, 
additional credit lines or the investment of additional capital by UniSource Energy. Based on market 
prices for gas at February 28, 2006, which range from $6 to $9 per MMBtu through the end of 2006, the 
PGA bank balance on a billed basis is expected to drop below zero by the end of May 2006 and stay 
below zero for the balance of the year. Changes in the market price for gas, sales volumes and surcharge 
changes could significantly change the PGA bank balance in the future. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

REGULATORY ASSETS AND LlABlLlTES 

Regulatory assets and liabilities consist of the following at December 31: 

2005 2004 
-Thousands of Dollars- 

Regulatory Assets: 
Deferred Year 2000 Costs $ 200 $ 277 
CARES Deferral 1 09 
Under Recovered Purchased Gas Costs 5,899 1,862 

Regulatory Liabilities: 
Net Cost of Removal for Interim Retirements (2,690) (1,517) 

Regulatory Assets, Net of Regulatory Liabilities $ 3 3  8 $ 622 

FUTURE IMPLICATIONS OF DISCONTUING APPLICATION OF FAS 71 

UNS Gas regularly assesses whether it can continue to apply FAS 71 to its operations. If UNS Gas 
stopped applying FAS 71 to its regulated operations, UNS Gas would write off the related balance of its 
regulatory assets as an expense and would write off its regulatory liabilities as income on its income 
statement. Based on the regulatory asset and liability balances, if UNS Gas had stopped applying FAS 
71 to its regulated operations, UNS Gas would have recorded an extraordinary after-tax loss of $2 million 
at December 31, 2005. UNS Gas's cash flows would not be affected if it stopped applying FAS 71. 

NOTE 4. UTILITY PLANT 

The following table shows Utility Plant in Service and depreciable lives by major class at December 
31: 

2005 2004 Depreciable Lives 
-Thousands of Dollars- 

Plant in Service: 
17 - 48 years Gas Distribution Plant $ 151,678 $ 135,343 

17,510 12,508 37 - 55 years Gas Transmission Plant 
General Plant 9,949 8.91 2 3 - 31 vears , - -  
Intangible Plant 970 32 1 5 - 25 years 

Total Plant in Service $ 180,107 $ 157,084 

Intangible Plant primarily represents computer software costs. 

NOTE5. DEBT 

SENIOR UNSECURED NOTES 

UNS Gas has $100 million of senior unsecured notes outstanding consisting of $50 million of 6.23% 
Notes due in 201 1 and $50 million of 6.23% Notes due in 2015 that are guaranteed by UES. The note 
purchase agreements for UNS Gas contain certain restrictive covenants, including restrictions on 
transactions with affiliates, mergers, liens to secure indebtedness, restricted payments, incurrence of 
indebtedness, and minimum net worth. Consolidated Net Worth, as defined by the note purchase 
agreement for UNS Gas, is approximately equal to the'balance sheet line item, Common Stock Equity. 
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NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The table below outlines the actual and required minimum net worth levels of UES and UNS Gas at 
December 31,2005. 

Required 
Minimum Actual Net 
Net Worth Worth 
-Thousands of Dollars- 

UES $50,000 $ 130,000 
UNS Gas 43,000 80,000 

The incurrence of indebtedness covenant requires UNS Gas to meet certain tests before additional 
indebtedness may be incurred. These tests include: 

0 A ratio of Consolidated Long-Term Debt to Consolidated Total Capitalization of no greater than 
65%. 

An Interest Coverage Ratio (a measure of cash flow to cover interest expense) of at least 2.50 to 
1 .oo. 

However, UNS Gas may, without meeting these tests, refinance indebtedness and incur short-term 
debt in an amount not to exceed $7 million. UNS Gas may not declare or make distributions .or dividends 
(restricted payments) on its common stock unless (a) immediately after giving effect to such action no 
default or event of default would exist under its note purchase agreement and (b) immediately after giving 
effect to such action, it would be permitted to incur an additional dollar of indebtedness under the debt 
incurrence test. As of December 31,2005, UNS Gas was in compliance with the terms of its note 
purchase agreement. 

The senior unsecured notes may be accelerated upon the occurrence and continuance of an event 
of default under the note purchase agreement. Events of default under the note purchase agreement 
include failure to make payments required thereunder, certain events of bankruptcy or commencement of 
similar liquidation or reorganization proceedings or a change of control of UES or UNS Gas. In addition, 
an event of default may occur if UNS Gas, UES or UNS Electric defaults on any payments required in 
respect of certain indebtedness that is outstanding in an aggregate principal amount of at least $4 million 
or if any such indebtedness becomes due or capable of being called for payment prior to its scheduled 
payment date or if there is a default in the performance or compliance with the other terms of such 
indebtedness and, as a result of such default, such indebtedness has become, or has been declared, due 
and payable, prior to its scheduled payment date. 

REVOLVING CREDIT AGREEMENT 

In April 2005, UNS Gas and UNS Electric entered into a $40 million three-year unsecured revolving 
credit agreement due in April 2008, with a group of lenders (the UNS GaslUNS Electric Revolver). Either 
borrower may borrow up to a maximum of $30 million; however, the total combined amount borrowed 
cannot exceed $40 million. 

UNS Gas is only liable for UNS Gas’ borrowings, and similarly, UNS Electric is only liable for UNS 
Electric’s borrowings under the UNS Gas/UNS Electric Revolver. UES guarantees the obligations of both 
UNS Gas and UNS Electric. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The borrowers have the option of paying interest at LIBOR plus 1.50% or at the agent bank's 
reference rate plus 0.50%. UNS Gas and UNS Electric also pay a commitment fee of 0.45% on the 
unused portion of the revolving credit facility. 

The UNS Gas/UNS Electric Revolver contains restrictions on additional indebtedness, liens, mergers 
and sales of assets. The UNS Gas/UNS Electric Revolver also contains a maximum leverage ratio and a 
minimum cash flow to interest coverage ratio for each borrower. As of December 31, 2005, UES, UNS 
Gas and UNS Electric were each in compliance with the terms of the UNS Gas/UNS Electric Revolver. 

If an event of default occurs, the UNS Gas/UNS Electric Revolver may become immediately due and 
payable. An event of default includes failure to make required payments under the UNS Gas/UNS 
Electric Revolver; certain change in control transactions, certain bankruptcy events of UNS Gas or UNS 
Electric, or failure of UES, UNS Gas or UNS Electric to make payments or default on debt greater than $4 
million. 

As of December 31, 2005, UNS Gas had no borrowings outstanding and UNS Electric had $5 million 
of borrowings outstanding under the UNS Gas/UNS Electric Revolver. As of March 31, 2006, UNS Gas 
had no borrowings outstanding under the UNS Gas/UNS Electric Revolver. 

NOTE 6. COMMITMENTS AND CONTINGENCIES 

We record liabilities for loss contingencies, including environmental remediation costs, arising from 
claims, assessments, litigation, fines and penalties and other sources when it is probable that a liability 
has been incurred and the amount of the assessment can be reasonably estimated. 

TR AN SP 0 RT AT10 N CO M M ITM E NTS 

UNS Gas has firm transportation agreements with El Paso Natural Gas (EPNG) and Transwestern 
Pipeline Company (Transwestem) with combined capacity sufficient to meet its load requirements. The 
EPNG and Transwestern contracts expire in August 201 1 and January 2007, respectively. EPNG 
provides gas transportation service under a converted full requirements contract in which UNS Gas pays 
a fixed reservation charge. In July 2003, FERC required the conversion of UNS Gas' full requirements 
status under the EPNG agreement to contract demand starting on September 1, 2003. Upon conversion 
to contract demand status, UNS Gas now has specific volume limits in each month and specific receipt 
point rights from the available supply basins (San Juan and Permian). EPNG filed a rate case in 2005 
with new, higher rates to be effective January 2006, subject to refund. UNS Gas made payments under 
these contracts of $7 million in both 2005 and 2004. In February 2006, UNS Gas extended its firm 
transportation contract with Transwestern through February 2012; the minimum expected annual 
payment is $2 million from the end of the current contract until contract expiration. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

At December 31,2005, UNS Gas estimates its future minimum payments under these contracts to 
be: 

Minimum 
Purchase Obligations 
-Thousands of Dollars- 

2006 $ 10,565 

2008 7,000 
2009 7.000 

2007 7,447 

201 0 7;OOO 
Total 2006 - 2010 39,012 
Thereafter 7,000 
Total $ 46,012 

UniSource Energy has guaranteed $5 million of these natural gas transportation and supply 
payments. 

OPERATING LEASES 

UNS Gas has entered into operating leases, primarily for office facilities and office equipment, with 
varying terms, provisions, and expiration dates. UNS Gas’ estimated future minimum payments under 
non-cancelable operating leases at December 31, 2005 were: 

Operating Leases 
-Thousands of Dollars- 

2006 $ 542 
2007 455 
2008 437 
2009 431 
201 0 457 
Total 2006-2010 2,322 
Thereafter 2,347 
Total $ 4,669 

UNS Gas’ operating lease expense was $0.5 million in 2005 and $0.6 million in 2004. 

UniSource Energy has guaranteed $2 million in building lease payments for UNS Gas. 

RESOLUTION OF CONTINGENCIES 

Subsequent to the acquisition of the Arizona gas system assets from Citizens, UNS Gas paid certain 
property taxes and other expenses incurred prior to the acquisition date on behalf of Citizens. UNS Gas 
had fully reserved this receivable of $0.6 million at December 31, 2004 by adjusting the acquisition price. 
In 2005, Citizens made a payment of $0.5 million in full settlement to UNS Gas which UNS Gas recorded 
as Other Income in its income statement. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

NOTE 7. ACCOUNTING FOR ASSET RETIREMENT OBLIGATIONS 

As of December 31, 2005, UNS Gas implemented FIN 47. The implementation of FIN 47 required 
UNS Gas to update an existing inventory, originally created for the implementation of FAS 143, and to 
determine which, if any, of the conditional asset retirement obligations could be reasonably estimated. 
No significant conditional asset retirement obligations were identified. 

The ability to reasonably estimate conditional asset retirement obligations was a matter of 
management judgment, based upon management’s ability to estimate a settlement date or range of 
settlement dates, a method or potential method of settlement and probabilities associated with the 
potential dates and methods of settlement of UNS Gas’ conditional asset retirement obligations. In 
determining whether its conditional asset retirement obligations could be reasonably estimated, 
management considered UNS Gas’ past practices, industry practices, management’s intent and the 
estimated economic life of the assets. 

UNS Gas has various transmission and distribution lines that operate under land leases and rights of 
way that contain end dates and restorative clauses. UNS Gas operates its transmission and distribution 
systems as if they will be operated in perpetuity and would continue to be used or sold without.land 
remediation. As a result, UNS Gas is not recognizing the costs of final removal of the transmission and 
distribution lines in its financial statements. UNS Gas had accrued $2.7 million at December 31, 2005 
and $1.5 million at December 31, 2004, for the net cost of removal for interim retirements from its 
transmission, distribution and general plant. These amounts have been recorded as a regulatory liability. 

Amounts recorded under FAS 143 are subject to various assumptions and determinations, such as 
determining whether a legal obligation exists to remove assets, estimating the fair value of the costs of 
removal, estimating when final removal will occur, and the credit-adjusted risk-free interest rates to be 
used to discount future liabilities. Changes that may arise over time with regard to these assumptions 
and determinations will change amounts recorded in the future as expense for asset retirement 
obligations. 

NOTE 8. INCOME AND OTHER TAXES 

INCOME TAXES 

We record deferred tax liabilities for amounts that will increase income taxes on future tax returns. 
We record deferred tax assets for amounts that could be used to reduce income taxes on future tax 
returns. UNS Gas has determined that a valuation allowance on the deferred income tax assets for the 
years ended December 31,2005 and December 31,2004 is not necessary. We reached this conclusion 
based on our interpretation of tax rules, tax planning strategies, scheduled reversals of temporary 
differences, and projected future taxable income. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS ICONTINUED) 

UniSource Energy includes UNS Gas’ taxable income in its consolidated federal income tax return. 
Deferred tax assets (liabilities) consist of the following: 

2005 2004 
-Thousands of Dollars- 

Gross Deferred Income Tax Liabilities 
Plant $ (1 1,456) $ (7,966) 

Other (387) (1 07) 
Gross Deferred Income Tax Liabilities (1 4,179) (8,810) 
Gross Deferred Income Tax Assets 

Customer Advances 2,931 1,431 
Contributions in Aid of Construction 1,421 737 
Compensation and Benefits 391 360 
Reserve for Uncollectible Accounts 132 174 
Other 11 

Gross Deferred Income Tax Assets 4,886 2,702 
Net Deferred Income Tax Liability $ (9,293) $ (6,108) 

Purchase Gas Adjuster (PGA) (2,336) (737) 

The net deferred income tax liability is included in the balance sheet in the following accounts: 

2005 2004 
-Thousands of Dollars- 

Deferred Income taxes - Current Liabilities $ (2,071) $ (392) 
Deferred Income Taxes - Noncurrent Liabilities (7,222) (5J1 6) 
Net Deferred Income Tax Liability $ (9,293) $ (6.108) 

Income tax expense (benefit) included in the income statement includes amounts both payable 
currently and deferred for payment in future periods as indicated below: 

2005 2004 
-Thousands of Dollars- 

Current Tax Expense (Benetit) 
Federal $ (80) $ (1,501) 
State 244 194 

Deferred Tax Expense (Benefit) 
Federal 2,828 4,594 
State 357 500 

Total Federal and State Income Tax Expense $ 3,349 $ 3,787 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

The following reconciles the provision for income taxes at the federal statutory rate of 35% to the 
effective rate: 

2005 2004 
-Thousands of Dollars- 

$ 2,938 $ 3,322 
State Income Tax Expense, Net of Federal Deduction 387 438 

Federal Income Tax Expense at Statutory Rate 

Other 24 27 
$ 3,349 $ 3,787 Total Federal and State Income Tax Expense 

OTHER TAX MATTERS 

. 
of indirect costs to production activities and self-constructed assets. 

On its 2003 tax return, UNS Gas elected to utilize an accounting method relating to the capitalization 

In August 2005, the Internal Revenue Service (IRS) issued a ruling which draws into question the 
ability of electric and gas utilities to use the accounting method. UNS Gas believes the IRS position is 
without merit, and intends to vigorously pursue this issue. However, if the IRS were to prevail and 
disallow the method in its entirety, UNS Gas would be required to pay up to $1 million in taxes and 
interest in the first half of 2006. Such payment would not affect total tax expense. 

OTHER TAXES 

UNS Gas acts as a conduit or collection agent for excise tax (sales tax) as well as franchise fees 
and regulatory assessments. It records liabilities payable to governmental agencies when it bills its 
customers for these amounts. Neither amounts billed nor payable are reflected in the income statement. 

NOTE 9. PENSION AND POSTRETIREMENT BENEFIT PLANS 

UNS Gas does not maintain a separate pension plan or other postretirement benefit plan for its 
employees. All regular employees are eligible to participate in the pension plan maintained by UES. A 
small group of active employees are also eligible to participate in a postretirement medical benefit plan. 
UES allocates net periodic benefit cost based on service cost for participating employees. 

PENSION PLAN 

UES established a noncontributory, defined benefit pension plan for substantially all regular 
employees on August 11,2003. Benefits are based on years of service and the employee’s average 
compensation. UES funds the plan by contributing at least the minimum amount required under Internal 
Revenue Service regulations. 

OTHER POSTRETIREMENT BENEFIT PLAN 

UNS Gas assumed a $0.8 million liability for postretirement medical benefits for current retirees and 
a small group of active employees at the acquisition of the Arizona gas system assets from Citizens. The 
select active employees participate in the TEP Postretirement Benefit Plan. 

The ACC allows UNS Gas to recover postretirement benefit costs through rates only as benefit 
payments are made to or on behalf of retirees. We fund postretirement benefits entirely on a pay-as-you- 
go basis. Under current accounting guidance, UES cannot record a regulatory asset for the excess of 
expense calculated per Statement of Financial Accounting Standards No. 106, Employers’Accounting for 
Postretirement Benefits Other Than Pensions, over actual benefit payments. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

FASB Staff Position No. FAS 106-2, Accounting and Disclosure Requirements Related to the 
Medicare Prescription Drug, Improvement and Modernization Act of 2003 (FSP 106-2), provides guidance 
related to accounting for the federal subsidy available to certain employers providing retirees with 
prescription drug benefits. For nonpublic companies, FSP 106-2 is effective for the first annual period 
beginning after December 15, 2004. Adoption of FSP 106-2 did not have a significant impact on our 
postretirement benefit costs or cash flows. 

The actuarial present values of the pension benefit obligations and other postretirement benefit 
plans were measured at December 1. UES' benefit obligation, plan assets, and funded status for both 
UNS Gas and UNS Electric follow: 

Other Postretirement 
Pension Benefits Benefits 

Years Ended December 31. 
2005 2004 2005 2004 

-Thousands of Dollars- 
Benefit Obligation at End of Year $ (6.104) $(5,350) $ (1,709) $ (1,516) . .  
Fair Value of Plan Assets at End of Year 2,543 1,216 

Funded Status $ (3,56 1 ) $( 4,134) $ (1,709) $ (1,516) 

Amounts recognized in UNS Gas' Balance Sheet include: 

Other Postretirement 
Pension Benefits Benefits 

Years Ended December 31, 
2005 2004 2005 2004 

-Thousands of Dollars- 
Accrued Benefit Liability Included in Other 

Intangible Asset Included in Other Assets 
Liabilities $ (292) $ (397) $ (641) $ (699) 

Sheet $ (292) $ (291) $ (641) $ (699) 

106 
Net Amount Recognized in the Balance 

UNS Gas' net periodic benefit cost, employer contributions and benefits paid for the years ended 
December 31,2005 and 2004 were: 

Other Postretirement 

Net Periodic Benefit Cost 
Employer Contribution 

$ 775 $ 729 $ 23 $ 17 
774 655 82 96 

Benefits Paid 72 28 114 128 

Weighted-Average Assumptions Used to 
Determine Benefit Obligations as of Other Postretirement - 

Pension Benefits Benefits 
2005 2004 2005 2004 

December 1, 

Discount Rate 5.90% 6.10% 5.80% 5.90% 
Rate of Compensation Increase 3.00 - 4.00% 3.75% 
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NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

Weighted-Average Assumptions Used to 
Determine Net Periodic Benefit Costs for Other Postretirement 
Period Ended December 31, Pension Benefits Benefits 

2005 2004 2005 2004 
Discount Rate 6.10% 6.25% 5.90% 5.50% 
Rate of Compensation Increase 3.00 - 4.00% 4.00% 
Expected Return on Plan Assets 8.50% 8.75% 

Net periodic benefit cost is subject to various assumptions and determinations, such as the discount 
rate, the rate of compensation increase, and the expected return on plan assets. We estimated the 
expected return on plan assets based on a review of the plans’ asset allocations and consultations with a 
third-party investment consultant and the plans’ actuary considering market and economic indicators, 
historical market returns, correlations and volatility, central banks’ and government treasury departments’ 
forecasts and objectives, and recent professional or academic research. Changes that may arise over 
time with regard to these assumptions and determinations will change amounts recorded in the future as 
net periodic benefit cost. 

For measurement purposes, the per capita cost of covered health care benefits was assumed to 
increase 10 percent for employees who have not reached the age of 65 and 12 percent for employees 
who have reached the age of 65 in 2006. The rate was assumed to decrease gradually to 5 percent for 
201 3 and remain at that level thereafter. 

Pension Plan Assets 

UES calculates the market-related value of plan assets using the fair value of plan assets on the 
measurement date. The UES pension plan was initially funded during 2004. UES’ pension plan asset 
allocations by asset category are as follows: 

Plan Assets 
December 31, 

2005 2004 
Asset Category 

Equity Securities 63.00% 68.2 5% 
Debt Securities 37.00°/o 18.23% 
Real Estate 13.52% 

100.00% Total ,100.00% 

The policy for the UES pension plan is to provide exposures to equity and debt securities by 
investing in a balanced fund. The fund will hold no more than 75% of its total assets in stocks. 

Pension Plan Contributions 

UNS Gas expects to contribute $0.7 million to the pension plan in 2006. 
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NOTES TO FINANCIAL STATEMENTS (CONTINUED) 

Estimated Future Benefit Payments 

The following benefit payments, which reflect future service, as appropriate, are expected to be paid 
by UES for both UNS Gas and UNS Electric: 

Pension Other 
Benefits Benefits 
- Thousands of Dollars - 

2006 
2007 
2008 
2009 
2010 
Years 

$ 9  $ 154 
19 155 
36 158 
63 156 
109 153 

11-2015 1,384 705 

DEFINED CONTRIBUTION PLANS 

UES sponsors a defined contribution savings plan that is offered to all eligible employees. The plan 
is a qualified 401 (k) plan under the Internal Revenue Code. In a defined contribution plan, the benefits a 
participant receives result from regular contributions to a participant account. Participants direct the 
investment of contributions to certain funds in their account. UES makes matching contributions to 
participant accounts under this plan. Matching contributions to this plan for UNS Gas’ participating 
employees were approximately $165,000 in 2005 and $163.000 in 2004. 

NOTE 10. COMMON STOCK EQUITY 

DIVIDEND RESTRICTIONS 

As discussed in Note 3, the UES Settlement Agreement limits dividends payable by UNS Gas to 
UES and UniSource Energy to 75% of earnings until the ratio of common equity to total capitalization 
reaches 40%. UNS Gas met this ratio requirement at December 31, 2005. Additionally, the terms of the 
senior unsecured note agreements entered into by UNS Gas contain dividend restrictions. See Note 5. 

CAPITAL CONTRIBUTIONS 

In January 2005, UNS Gas established a short-term inter-company promissory note to UniSource 
Energy, by which it could borrow up to $10 million for general corporate purposes. In March 2005, 
UniSource Energy contributed an additional $6 million in capital to UNS Gas. UNS Gas used the 
proceeds of this contribution to repay the $6 million outstanding on the inter-company promissory note. In 
December 2005, UniSource Energy contributed $10 million in capital to UNS Gas. 
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UNS GAS, INC. 
NOTES TO FINANCIAL STATEMENTS (CONCLUDED1 

NOTE 11. SUPPLEMENTAL CASH FLOW INFORMATION 

A reconciliation of net income to net cash flows from operating activities follows: 

Years Ended December 31, 
2005 2004 

-Thousand of Dollars- 

Net Income 
Adjustments to Reconcile Net Income to Net Cash Flows 

Depreciation and Amortization Expense 
Amortization of Deferred Debt-Related Costs Included in 

Provision for Bad Debts 
Deferred Income Taxes 
Other 
Changes in Assets and Liabilities which Provided (Used) 

Interest Expense 

Cash Exclusive of Changes Shown Separately 
Accounts Receivable 
Materials and Supplies Inventory 
Under Recovered Purchased Gas Costs 
Accounts Payable 
Interest Accrued 
Taxes Accrued 
Other Current Assets 

$ 5,046 

6,773 

184 
405 

3,185 
1,250 

$ 5,703 

5,475 

140 
71 5 

5,094 
(2,616) 

Other Current Liabilities 261 274 
Net Cash Flows - Operating Activities $1 4,299 $20,541 
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Schedule H-3 
Page 1 of 1 

UNS Gas, Inc. 
Comparison of Present And Proposed Rates 

Test Year Ended December 31.2005 

Increase 
Present Rate Proposed Rate $ % 

Residential Service (R10) 
Customer Charge (Sum: Apr - Nov) 
Customer Charge (Win: Dec-Mar) 
Distribution Margin Therms 

Residential Service Cares (R12) 
Customer Charge (Sum: Apr - Nov) 
Customer Charge (Win: Present: Nov - Apr, Proposed: Dec-Mar) 
Distribution Margin Therms 

Small Commercial Service (C20) 
Customer Charge 
Distribution Margin Therms 

Large Commercial Service (C22) 
Customer Charge 
Distribution Margin Therms 

Small Volume lndustrial Service (1-30): 
Customer Charge 
Distribution Margin Therms 

Large Volume industrial Service (1-32): 
Customer Charge 
Distribution Margin Therms 

Small Volume PA (PA-40) 
Customer Charge 
Distribution Margin Therms 

Large Volume PA (PA-42) 
Customer Charge 
Distribution Margin Therms 

Special Gas Light Service (PA-44): 
Customer Charge Lighting Group A 
Customer Charge Lighting Group B 

irrigation Service (IR-60) 
Customer Charge 
Distribution Margin Therms 

$7.00 $20.00 $13.00 185.71% 
$7.00 $11.00 $4.00 57.14% 

$0.3004 $0.1862 -$0.1142 -38.00% 

$7.00 
$7.00 

$0.3004 

$11.00 
$0.2420 

$85.00 
$0.2551 

$1 1.00 
$0.2122 

$85.00 
$0.0864 

$11.00 
$0.2354 

$85.00 
$0.1084 

$13.57 
$16.28 

$11.00 
$0.2876 

$20.00 
$11.00 

$0.1862 

$20.00 
$0.2637 

$120.00 
$0.1944 

$20.00 
$0:2556 

$120.00 
$0.1085 

$20.00 
$0.2712 

$13.00 
$4.00 

-$0.1142 

185.74 % 
57.14% 

-38.00% 

$9.00 
$0.0217 

81.82% 
8.95% 

$35.00 
$0.0393 

41.18% 
25.32% 

$9.00 
$0.0434 

81.82% 
20.43% 

$35.00 
$0.0221 

41.18% 
25.63% 

$9.00 
$0.0358 

81.82% 
15.21% 

$120.00 $35.00 
$0.1361 $0.0277 

$16.47 
$19.70 

$2.90 
$3.42 

$20.00 $9.00 
$0.3435 $0.0559 

41.18% 
25.53% 

21.36% 
21.02% 

81.82% 
19.44% 



Residential Service (R10) 
Customer Charge (Sum: Apr - Nov) 
Distribution Margin Therms 

UNS Gas, Inc. 
Typical Bill Comparison - Present And Proposed Rates 

Test Year Ended December 31,2005 

Schedule H-4 
Page 1 of 6 

$7.00 $20.00 
0.3004 0.1862 

Total Bill Total Bill 
Proposed Proposed 
Increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
5 $8 50 $20 93 $12 43 146 19% 

10 $10 00 $21 86 $11 86 118 54% 

20 $13 01 $23 72 $10 72 82 39% 

35 

50 

75 

100 

250 

500 

Residential Service (R10) 
Customer Charge (Win: Dec-Mar) 
Distribution Margin Therms 

$17.51 $26.52 

$22.02 $29.31 

$29.53 $33.97 

$37.04 $38.62 

$82.10 $66.56 

$157.20 $113.12 

$7.00 $11.00 
0.3004 0.1862 

$9.00 51.41% 

$7.29 33.12% 

$4.44 15.03% 

$1.58 4.28% 

($15.54) -18.93% 

($44.08) -28.04% 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

5 $8.50 $1 1.93 $3.43 40.33% 
Average Therms per Month Present Rate Proposed Rate $ % 

10 $10.00 $12.86 $2.86 28.57% 

20 $13.01 $14.72 $1.72 13.20% 

35 $17.51 $17.52 $0.00 0.03% 

50 $22.02 $20.31 ($1.71) -7.75% 

75 

100 

250 

500 

$29.53 $24.97 

$37.04 $29.62 

$82.10 $57.56 

$157.20 $104.12 

($4.56) -15.45% 

($7.42) -20.02% 

($24.54) -29.89% 

($53.08) -33.76% 



Residential Service Cares (RI 2) 
Customer Charge (Summer) 
Distribution Margin Therms 
Customer Charge Monthly Discount 

UNS Gas, Inc. 
Typical Bill Comparison - Present And Proposed Rates 

Test Year Ended December 31,2005 

Schedule H-4 
Page 2 of 6 

$7.00 
0.3004 

$20.00 
0.1862 
6.50 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

5 $8.50 $14.43 $5.93 69.74% 
Average Therms per Month Present Rate Proposed Rate $ % 

10 

20 

35 

50 

75 

100 

250 

500 

$10.00 

$13.01 

$17.51 

$22.02 

$29.53 

$37.04 

$82.10 

$157.20 

$15.36 

$17.22 

$20.02 

$22.81 

$27.47 

$32.12 

$60.06 

$106.62 

$5.36 

$4.22 

$2.50 

$0.79 

($2.06) 

($4.92) 

($22.04) 

($50.58) 

53.56% 

32.42% 

14.30% 

3.60% 

-6.98% 

-13.27% 

-26.84% 

-32.17% 

Residential Service Cares (R12) 
Customer Charge (Winter) 
Distribution Margin Therms 
- (Discount Nov - Apr up to 100 therms) 
- (Monthly Discount 

$7.00 
0.3004 
0.1500 

$11.00 
0.1662 

6.50 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
5 $7.75 $5.43 ($2.32) -29.92% 

10 $8.50 $6.36 ($2.14) -25.15% 

20 $10.00 $8.22 ($1.78) -17.75% 

35 $12.25 $1 1.02 ($1.23) -10.05% 

50 $14.50 $13.81 ($0.69) -4.74% 

75 $18.25 $18.47 $0.22 1.20% 

100 $22.00 $23.12 $1.12 5.11% 

250 $67.06 $51.06 ($16.00) -23.66% 

500 $142.16 $97.62 ($44.54) -31.33% 



Small Commercial Service (C20) 
Customer Charge 
Distribution Margin Therms 

UNS Gas, Inc. 
Typical Bill Comparison - Present And Proposed Rates 

Test Year Ended December 31.2005 

Schedule H-4 
Page 3 of 6 

$1 1 .oo $20.00 
$0.2420 $0.2637 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

50 $23.10 $33.18 $10.06 43.65% 
Average Therms per Month Present Rate Proposed Rate $ % 

100 $35.20 $46.37 $11.17 31.72% 

500 $132.00 $151.83 $19.83 15.03% 

1,000 $253.00 $283.67 $30.67 12.12% 

1,500 $374.00 $415.50 $41.50 11.10% 

2,500 $616.00 $679.17 $63.17 10.25% 

5,000 $1,221.00 $1,338.33 $117.33 9.61% 

7,500 $1,626.00 $1,997.50 $171.50 9.39% 

10,000 $2,431.00 $2,656.66 $225.66 9.28% 

Large Commercial Service (C22) 
Customer Charge 
Distribution Margin Therms 

$85.00 $120.00 
$0.1551 $0.1944 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

10,001 $1,636 $2,064 $428 26.15% 

12,500 $2,024 $2,550 $526 25.99% 

Average Therms per Month Present Rate Proposed Rate $ % 

15,000 $2.41 2 $3,036 $624 25.88% 

17,500 $2,799 $3,522 $722 25.80% 

20,000 $3,187 $4,008 $821 25.75% 

25,000 $3,963 $4,979 $1,017 25.66% 

30,000 $4,738 $5,951 $1,213 25.61% 

45,000 $7,065 $8,867 $1.802 25.51% 

75,000 $1 1.718 $14,698 $2,981 25.44% 



1 

Small Volume Industrial Service (1-30): 
Customer Charge 
Distribution Margin Therms 

Schedule H-4 
Page 4 of 6 

UNS Gas, Inc. 
Typical Bill Comparison - Present And Proposed Rates 

Test Year Ended December 31,2005 

$1 1 .oo 
$0.2122 

$20.00 
$0.2556 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
50 $21.61 $32.78 $11.17 51.68% 

100 

500 

1,000 

1,500 

2,500 

5,000 

7,500 

10,000 

Large Volume Industrial Service (1-32): 
Customer Charge 
Distribution Margin Therms 

$32.22 

$1 17.10 

$223.20 

$329.30 

$541.50 

$1,072.00 

$1,602.50 

$2,133.00 

$45.56 

$147.78 

$275.56 

$403.34 

$658.89 

$1,297.78 

$1,936.68 

$2,575.57 

$85.00 $120.00 
$0.0864 $0.1085 

$13.34 

$30.68 

$52.36 

$74.04 

$117.39 

$225.78 

$334.18 

$442.57 

41.39% 

26.20% 

23.46% 

22.48% 

21.68% 

21.06% 

20.85% 

20.75% 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
10,001 $949.09 $1,205.58 $256.49 27.03% 

15,000 $1,381.00 $1,748.21 $367.21 26.59% 

20,000 $1,813.00 $2,290.94 $477.94 26.36% 

30,000 $2.677.00 $3,376.41 $699.41 26.13% 

50,000 $4,405.00 $5,547.36 $1,142.36 25.93% 

75,000 $6,565.00 $8,261.03 $1,696.03 25.83% 

100,000 

125,000 

$8,725.00 $10,974.71 $2,249.71 25.78% 

$10,885.00 $13,688.39 $2,803.39 25.75% 

150,000 $13,045.00 $16,402.07 $3,357.07 25.73% 



UNS Gas, Inc. 
Typical Bill Comparison - Present And Proposed Rates 

Test Year Ended December 31,2005 

Schedule H-4 
Page 5 of 6 

Small Volume Public Authority (PA-40) 
Customer Charge $11.00 $20.00 
Distribution Margin Therms $0.2354 $0.2712 

Total Bill Total Bill 
Proposed Proposed 
Increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
50 $22.77 $33.56 $10.79 47.39% 

100 

500 

1,000 

1,500 

2,500 

5,000 

7,500 

10,000 

Large Volume Public Authority (PA-42) 
Customer Charge 
Distribution Margin Therms 

$34.54 

$128.70 

$246.40 

$364.10 

$599.50 

$1,188.00 

$1,776.50 

$2,365.00 

$47.12 

$155.60 

$291.20 

$426.81 

$698.01 

$1,376.02 

$2,054.04 

$2,732.05 

$12.58 

$26.90 

$44.80 

$62.71 

$98.51 

$188.02 

$277.54 

$367.05 

36.42% 

20.90% 

18.18% 

17.22% 

16.43% 

15.83% 

15.62% 

15.52% 

$85.00 $120.00 
$0,1084 $0.1361 

Proposed Proposed 
Total Bill Total Bill Increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
10,001 $1.169.11 $1,480.90 $31 1.79 26.67% 

15,000 $1,711.00 $2,161 .I4 $450.14 26.31% 

20,000 $2,253.00 $2,841.52 $588.52 26.12% 

30,000 $3,337.00 $4,202.28 $865.28 25.93% 

50,000 

75,000 

100,000 

125,000 

150,000 

$5,505.00 $6,923.80 $1.418.80 25.77% 

$8,215.00 $10,325.71 $2,110.71 25.69% 

$10,925.00 $13,727.61 $2,802.61 25.65% 

$13,63500 $17,129.51 $3,494.51 25.63% 

$16,345.00 $20,531.41 $4,186.41 25.61% 



Special Gas Light Service (PA-44): 
Customer Charge Lighting Group A 
Customer Charge Lighting Group B 

UNS Gas, Inc. 
Typical Bill Comparison - Present And Proposed Rates 

Test Year Ended December 31.2005 

Schedule H-4 
Page 6 of 6 

$13.57 
$16.28 

$16.47 
$19.70 

Proposed Proposed 
Annual Bill Inkease Increase 

Average Montly Customers Present Proposed $ % 

Customer Charge Lighting Group A $162.84 $197.63 $34.79 21.36% 

Customer Charge Lighting Group B $195.36 $236.43 $41.07 21.02% 

Irrigation Service (IR-60) 
Customer Charge 
Distribution Margin Therms 

$1 1 .oo $20.00 
$0.2876 $0.3435 

Total Bill Total Bill 
Proposed Proposed 
increase Increase 

Average Therms per Month Present Rate Proposed Rate $ % 
50 $25.38 $37.18 $11.80 46.48% 

100 $39.76 $54.35 $14.59 36.70% 

500 $154.80 $1 91.76 $36.96 23.88% 

1,000 $298.60 $363.52 $64.92 21.74% 

1,500 $442.40 $535.28 $92.88 21.00% 

2,500 $730.00 . $878.81 $148.81 20.38% 

5,000 $1,449.00 $1,737.62 $288.62 19.92% 

7,500 $2,168.00 $2,596.42 $428.42 19.76% 

10,000 $2,887.00 $3,455.23 $568.23 19.68% 
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BOL - Ctrl No. 262503 

1 Pick Up From 

Page 1 of 1 

' * ROSHKA DEWULF & PATTEN 

400 E VAN BUREN ST 
STE 800 
PHOENIX, AZ 85004 

Phone: 602-256-6100 

User Name: Mary lppolifo 
Company: ROSHKA DEWULF & PATTEN Bill of Lading 

1 Shipping Information 

AZ Best (602) 248-9700 

Control Number: 262503 eTrac Number: 42470849 

Delivery Details 1 Deliver By: 1456 

1 Special Instructions: 

Requested Date: 1 1 -AUG-2006 

Submitter Information 

1 conformed copy 

Account: 26031 
Name: ROSHKA DEWULF & 

PATTEN 
Requested By: Mary Ippofito 
Reference: UNSGAS.2006RATECASE 
BOL No.: 

Last Updated: 11-AUG-2006 1659 (EST) 
Entered: 1 1 -AUG-2006 13156 

Service Type: COURTRUN-SAME DAY 
Return Service: None 
Pieces: 1 
Weight: 1 .O Lbs. 
Charges: 0.00 
Quote: 0.00 

Pickup Details 

Requested Date: 1 1 -AUG-2006 
Ready Time: NOW 

Case Information: 
file orig + 13; deliver enve1opes;return 

Actual Date: 
Arrival Time: 
Departure Time: 

I Deliver To 

ACC Docket Control 

1200 W. Washington Ave 

Phoenix, AZ 85007 

Actual Date: 
Arrival Time: 
Departure Time: 

Driver: 

Date: 

Received by: 

Time: 

eTrac Order Entry 
B 2005 eTrac All rights reserved. 

Print Name: 

A U G  1 i 2886 

LEGAL DlV. 
A R E  CCRPOAAT!CN CCMMlSSlON 

http://apps.etrac.netmetailoe/Tracking/OrderDetails.asp?System~ID=l0960&OPOR~COMP=26&OPOR... 8/11 /2006 
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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION. 

Please state your name and business address. 

My name is Dallas J. Dukes and my business address is One South Church Ave, Tucson, 

Arizona, 85702. 

By whom are you employed and what are your duties and responsibilities? 

I am the Director of Revenue Requirements for Tucson Electric Power Company 

(“TEP”). TEP, UNS Gas, Inc. (“UNS Gas” or the “Company”) and UNS Electric, Inc. 

(“UNS Electric”) are all regulated subsidiaries of UniSource Energy Corporation 

(“UniSource Energy”). As Director of Revenue Requirements, I am responsible for 

monitoring and determining revenue requirements for all the regulated utility subsidim’es 

of UniSource Energy. 

Please describe your background and work experience. 

I hold a Bachelors of Science degree in Accounting from Indiana University. I am also a 

Certified Public Accountant licensed in the State of Indiana. I have over fifteen years 

experience as an accountant within the utility industry. Before assuming my current 

position, I was employed as the Director of Accounting for TEP. 

Prior to that, T was employed by Citizens Gas & Coke Utility (“Citizens Gas”) for 

approximately five years. Citizens Gas serves approximately 265,000 customers in the 

Indianapolis, Indiana area. The majority of my time at Citizens Gas was spent as the 

Controller. 

Before then, I was the Controller and Director of Regulatory Affairs for Fountaintown 

Natural Gas Company and southeastern Indiana Natural Gas Company. 
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Q. 
A. 

Prior to that, I was employed by the Indiana Office of Utility Consumer Counselor 

(“OUCC”) for approximately seven years. The majority of my time at the OUCC was 

spent as a Principal Accountant. My primary duties at the OUCC were to perform 

professional investigative audits and to represent the public’s interest as an expert witness 

in proceedings before the Indiana Utility Regulatory Commission. 

Could you please summarize your testimony? 

I am supporting the Company’s request for a rate increase by sponsoring Schedules A-1, 

A-2, A-5, C-1 and C-2 and the pro forma accounting adjustments reflected on Schedules 

C listed below: 

Griffith Power Plant (“Griffith Plant”) Operations; 

Purchased Gas Cost and Gas Cost Revenue; 

Negotiated Sales Program (“NSP’’) Revenue & Gas Cost; 

Payroll Expense; 

Payroll Tax Expense; 

Pensions and Benefits; 

Post-Retirement Medical; 

Worker’s Compensation; 

Incentive Compensation; 

Rate Case Expense; 

Bad Debt Expense; 

Interest on Customer Deposits; 

Fleet Fuel Expense; 

Amortization of GIS Expenditures; 

Out of Period Expenses; 

Year-end Accruals; 

Advertising and Donations; 
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Q- 
A. 

(xviii) Postage Expense; 

(xix) 

(xx) 

(xxi) 

(xxii) Corporate Cost Allocations; and 

(xxiii) Customer Service Cost Allocations. 

Customer Assistance Residential Energy Support (“CARES”) Expenses; 

Depreciation & Property Tax for Construction Work In Progress (“CWIP”); 

Gain on Sale of Prescott Property; 

Please describe the information contained in summary Schedule A-1 ? 

Schedule A-1 provides a summary of the increase in revenue requirement that UNS Gas 

is seeking as a rate increase in this case. Lines 1-8 of Schedule A-1 present the data 

utilized in determining the Company’s revenue requirement. The data is presented 

pursuant to three valuation methodologies: (1) original cost; (2) reconstruction cost new 

less depreciation (“RCND”); and (3) fair value. The fair value is determined by adding 

together the original cost and RCND rate base amounts and dividing that total by two. 

This gives equal weight to both methods in determining the fair value amount. This 

method of determining the fair value is consistent with prior Commission practice. 

The test year that the Company utilized for this rate case is the twelve months ending 

December 31, 2005. As set forth in Schedule A-1, the original cost rate base is 

$161,661,362 and the RCND rate base is $221,197,435. Under standard Arizona 

Corporation Commission (“ACC” or the “Commission”) practice, the fair value rate base 

is considered to be $1 91,429,398. 

Schedule A-1 supports a finding that UNS Gas presently has an operating income 

deficiency of $5,794,198 and is entitled to an increase in revenues of $9,646,901. Lines 

9-15 of Schedule A-1 present how the revenue increase would be allocated among UNS 

Gas’ customers by class. 
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11. 

Q. 
A. 

PRO FORMA ADJUSTMENTS. 

Please explain the consideration of pro forma adjustments in the rate case process. 

Public utility rates are based on the reasonable and prudently incurred costs of providing 

safe, reliable service. The revenue requirement underlying rates is developed on the basis 

of a test year that reflects a level of operating revenues and expenses and net plant 

investment that is representative of normal conditions that are expected to exist during 

the time that resulting rates may.be in effect. This affords the utility a reasonable 

opportunity to achieve a fair rate of return, as authorized by the respective regulatory 

authority. 

Pro forma adjustments are made to recorded test year amounts that are not required for 

the provision of service or that are not representative of the levels expected to occur 

during the period in which the new rates will be in effect. Such adjustments may be 

made in the form of eliminations, annualizations, or normalizations. 

Elimination adjustments are made to remove out-of-period or non-recumng transactions, 

or items that are not costs or revenues related to the provision of utility service; thus, not 

eligible for reflection in revenue requirements. 

Annuahation adjustments are made to reflect the full, twelve-month revenue or expense 

level of certain components of operating income. They are typically computed using 

end-of-test year quantities and the most current known and measurable prices and rates. 

Examples in this case include restating test year operating revenues to reflect customer 

levels at the end of the test year, adjusting payroll expense to reflect current salary rates 

and changes in employee levels during the test year, and adjusting recorded depreciation 

expense to reflect the full effect of plant additions and retirements during the test year. 
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A. 

[II. 

Q. 
A. 

Normalization adjustments reflect that the recorded test year operating revenues and 

expenses may not be representative of a normal level for ratemaking purposes. Certain 

events may have affected recorded transactions in an atypical manner. Moreover, some 

transactions eligible for reflection in revenue requirements are incurred at intervals less 

frequently than annually, provide benefits extending beyond a single year, or reoccur in 

significantly different amounts each year. As a result, the amounts recorded in the test 

year may not be viewed as “normal,” thus requiring a restatement for ratemaking 

purposes. Normalization adjustments are made in such instances when a test year level 

of revenues or expenses is not representative of what would be expected on an on-going 

basis. Examples in this case include the adjustment for bad debt expense, the overtime 

factor implicit in the payroll adjustment, and the adjustment to normalize the level of 

postage expense. 

Were the pro forma adjustments that you are sponsoring in your testimony 

prepared by you or under your supervision? 

Yes, they were. 

OPERATING INCOME ADJUSTMENTS. 

Please explain the Griffith Plant adjustment. 

This adjustment removes the revenues and expenses associated with serving the Griffith 

Plant. The Griffith Plant costs are recovered pursuant to a specific contract between UNS 

Gas and the owners of Griffith Plant. This special contract was approved by the 

Commission in Decision No. 61835 (July 21, 1999). Pursuant to that Decision, the plant, 

revenue, and expenses are excluded from rate base and revenue requirements for the 

purpose of general retail ratemaking. 
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P- 
A. 

Please explain the Purchased Gas Cost and Gas Revenue adjustment. 

UNS Gas is recommending that no base cost of gas be built into its revenue requirements. 

Rather the base cost of gas should be recovered through the Purchase Gas Adjustor 

(“PGA”) rate. The details of this recommendation are included in the Direct Testimony 

of Mr. David G. Hutchens. To reflect this recommendation in our adjusted operating 

income I have removed all purchased gas expenses and gas cost revenues. This 

represents a removal of the base cost of gas charged to the customers, PGA rates charged 

to the customers and approved surcharges charged to customers during the test year. This 

adjustment has zero impact on operating income as there is no profit associated with the 

recovery of purchased gas expenditures. 

Please explain the NSP Adjustment. 

The NSP allows the Company to participate in the competitive bidding process of its 

transportation customers who are seeking to purchase gas supplies for their own use in 

accordance with a transportation tariff. The Company, in accordance with Decision No. 

59399, credits the PGA bank account for 50% of the sales margin, unless the NSP 

customer is a transportation customer who was a bundled sales customer anytime during 

the most recent three year period. In that case, the Company credits the PGA bank 100% 

of the sales margin. 

The test year income statement reflects revenues received and the gas cost incurred to 

serve NSP customers excluding the sales margin recorded into the PGA bank. The 

adjustment removes all remaining revenues and purchased gas expense from the sale of 

natural gas to NSP customers. This is necessary because the remaining sales margin is 

the portion to be retained by the Company. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please explain the Payroll adjustment. 

The payroll adjustment is intended to reflect in operating expenses an annualized level of 

salaries and wages based on current rates of pay and the number of employees on the 

UNS Gas payroll at the end of the test year. 

What do you mean by “annualized level”? 

The revenue requirement used to establish service rates should reflect a degree of 

business activity that would likely exist on an on-going basis during the period that such 

rates are likely to be in effect. As described in more detail in the Direct Testimony of Mr. 

Gary A. Smith, UNS Gas has experienced very rapid customer growth and expansion of 

the system. Because of this growth, employees have had to be added throughout the test 

year. During the test year, UNS Gas employee count has gone from 193 to 203. The 

adjustment reflects employee levels and rates of pay known and measurable at the end of 

the test year. 

Please explain the Payroll Tax Adjustment. 

The payroll tax adjustment was computed in a manner similar to and consistent with the 

payrolI adjustment. An annualized level of payroll taxes was computed using current 

payroll tax rates and the same end-of-test-year employee levels and current salary rates 

that were used in the payroll adjustment. 

Please explain the Post Retirement Medical Adjustment. 

For ratemaking purposes, the Commission historically required the Company’s 

predecessor, Citizens Communications Company (“Citizens”), to reflect post-retirement 

medical costs in revenue requirements on a cash basis. This adjustment effectively 

converts the amounts reflected in test year operating expenses from an accrual to a cash 

basis. 
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Q. 
A. 

Q. 
A. 

Please explain the Worker’s Compensation Costs Adjustment? 

Similar to the post retirement medical adjustment, the Commission historically required 

the Company’s predecessor, Citizens, to reflect worker’s compensation costs in revenue 

requirements on a cash basis. This adjustment converts the amounts reflected in test year 

operating expenses from an accrual to a cash basis. 

Please explain the Incentive Compensation Adjustment. 

Incentive compensation is an integral part of the Company s compensation an( benefits 

program. The Company’s Incentive Compensation program is calculated on specific 

corporate performance, and is designed to award non-union employees for their 

contributions to the Company. The goals are measured throughout the year, and final 

payout is determined based on year-end results, with payments made to employees late 

first quarter or early second quarter of the following year. 

The adjustment is calculated by taking the average of the incentive compensation expense 

for the past two years and adjusting the amount reflected in test year operating expenses 

to that level. Since the incentive compensation payments are subject to payrol taxes, a 

portion of the adjustment reflects the incremental effect of payroll taxes thereon. 

Please explain the Rate Case expense adjustment. 

The rate case expense adjustment addresses the outside costs thus far incurred and 

expected yef to be incurred in connection with the conduct of this rate case. This amount 

is an estimate of the anticipated final cost and will be updated prior to the record in this 

proceeding closing. The adjustment amortizes the balance to expense over three-years; 

the approximate time period between the filing of this rate case and the point at which the 

next rate case is likely to occur. 
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A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Please explain the Bad Debt Expense Adjustment. 

Bad debt expense is adjusted to a level reflective of final, pro forma weather-nonnalized, 

customer-annualized test year operating revenues, and the average percentage of actual 

account write-offs experienced during the past two years. This method of calculating bad 

debt expense is consistent with past Commission accepted practice. 

Please explain the Interest on Customer Deposits Adjustment. 

The interest on customer deposits adjustment annualizes interest expense to reflect an 

occurrence of a six percent rate on the rate base level proposed in the Direct Testimony of 

Ms. Karen G. Kissinger. 

Please explain the Fleet Fuel Expense Adjustment. 

This adjustment was made based on the level of vehicles and personnel at the end of the 

test year. We took this end-of-year level and calculated an annualized level of fuel usage. 

We then applied the most recent actual fuel rates experienced by UNS Gas to determine 

the pro forma expense. 

Please explain the amortization of Geographic Information System (“GIs”) 

Expenditures. 

This adjustment represents the recovery of the GIS Expenditures discussed in the Direct 

Testimony of Mr. Smith over the estimated life of the rates being established in this 

proceeding. 

Why were these expenditures expensed during the test year, rather than 

capitalized? 

The expenditures UNS Gas is requesting to recover were primarily paid to an outside 

contractor and related to data conversion. GeneralIy Accepted Accounting Principles 
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Q- 
A. 

Q .  
A. 

Q. 
A. 

0. 
A. 

(“GAAF”’) require that these types of expenditures be expensed as incurred, in 

accordance with SOP 98-1 - Accounting for the Costs of Computer Sofhvare Developed 

or Obtained for Internal Use. This treatment is also consistent with UNS Gas’ 

interpretation of the Uniform System of Accounts (“USOA”) prescribed treatment. 

Please explain the Out of Period Expenses adjustment. 

In preparation for this filing we reviewed expense accounts and material transactions in 

an attempt to identify expenditures that were not reflective of on-going recurring business 

activity at UNS Gas andor that belonged in other periods. In doing so, we identified 

certain expenses that belonged in a prior period and this adjustment reflects those 

corrections. 

Please explain the Year-end Accrual adjustment. 

As part of the review discussed above, we also looked at all year-end accrued expense 

entries and compared them to the actual expenses incurred. In doing so, we identified 

some corrections to actual and those corrections are reflected in this entry. 

Please explain the Advertising and Donation Expense adjustment. 

The advertising and donation expense adjustment removes sponsorships and support 

payments to local organizations from test year expenses. 

Please explain the Postage adjustment. 

Postage expenditure levels vary considerably due to many factors. Such factors include 

the size, weight and rate of occurrence for things like safety literature, informational 

mailings and other materials sent directly to customers. Because of this variance, I used a 

two year average to determine a normal level of postage expense and then adjusted it for 

the postage rate increase that went into effect on January 8,2006. 
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Q- 
A. 

Q. 
A 

Q. 
A. 

Please explain the CARES Program expense adjustment. 

The CARES program expense adjustment reflects the impact of the requested change in 

program discounts discussed in Mr. Smith’s testimony. This adjustment also reflects the 

impact of removing some prior period adjustments that were made during the test year 

directly related to the true-up of the accounting for the CARES program. 

Please explain the Depreciation and Property Tax for CWIP adjustment. 

Mr. Kentton C. Grant explains in his Direct Testimony the Company’s .request for the 

inclusion of CWIP balance at the end of the test year into rate base. Mr. Grant discusses 

an approximately $1.5 million impact to annual revenues. Implicit in this revenue impact 

is the inclusion of the CWIP balance as plant in service. This inclusion would impact 

both the annualized depreciation adjustment and the property tax adjustment. This 

particular adjustment was calculated independently from the other depreciation and 

property tax adjustments to allow the impact to be easily identified. The depreciation of 

CWIP was calculated using the composite depreciation rate proposed by Dr. Ronald E. 

White in his Direct Testimony. The property tax adjustment was prepared consistent 

with the property tax adjustment proposed by Ms. Kissinger in her Direct Testimony. 

Please explain the Gain on the Sale of the Prescott Building adjustment. 

In the first quarter of 2006 the sale of the “Prescott Building” was completed. This sale 

was approved by the Commission in Decision No. 68180 (September 30, 2005). In that 

proceeding, UNS Gas and the Staff agreed that the gain from the sale should be shared 

equally by the shareholders and ratepayers. This adjustment reflects the ratepayer’s 

equal share of the gain being amortized over the estimated life of the rates as a reduction 

in the revenue requirements. The treatment of the gain on this sale was deferred until the 

next rate case. 
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IV. 

Q. 

A. 

V. 

Q- 

A. 

COST RESPONSIBlLITY AND ALLOCATIONS. 

Briefly describe how costs associated with UNS Gas’ administrative and operational 

support departments are treated in this rate application. 

Costs are incurred directly at either the UNS Gas, UniSource Energy or TEP levels. 

Costs that are incurred at the UNS Gas level are expensed directly to UNS Gas, and are 

called “Direct Costs”. Costs that are incurred at the UniSource Energy or TEP levels, 

are either charged directly to UNS Gas, or a portion thereof is allocated to UNS Gas (if 

the cost is common or beneficial to all UniSource Energy companies). The costs that are 

charged directly to UNS Gas from TEP are called “Direct Charges”. The costs that are 

allocated to UNS Gas, if the cost is common or beneficial to all UniSource Energy 

companies, are called “Indirect Allocations”. 

DIRECT CHARGES. 

How does TEP charge UNS Gas for administrative and/or other operational 

activities that are undertaken on its behalf? 

TEP administrative and/or operational personnel labor, performed specifically for the 

benefit of UNS Gas, is charged directly to UNS Gas. Specific activity tracking processes 

with pre-defined accounting (tasks) were established at the acquisition by UNS Gas to 

capture and charge time spent by TEP departments in direct support of UNS Gas. The 

labor loads (FICA, pensions and benefits) associated with these direct labor charges are 

also charged, as well as a rental charge for use of intangible and general plant (referred to 

as a “Building Usage”). 

Non-labor charges are handled in a similar manner. As costs are incurred that are in 

direct support of UNS Gas, the TEP department that manages that function will pay the 
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VI. 

Q. 
A. 

Q. 

A. 

bill from TEP but charge it to UNS Gas (through specific tasks on a voucher request, for 

example.) Occasionally, a TEP department may still manage a cost for UNS Gas, but the 

cost is treated and expensed as a Direct Cost (that is, invoiced and billed directly to UNS 

Gas and not through TEP to then be charged). 

INDIRECT ALLOCATIONS. 

What is an Indirect Allocation? 

An indirect allocation is used to appropriately charge UNS Gas for its fair share of a 

system or a process. These may be for costs that are common or beneficial to the entire 

organization. There are various system allocations included as part of the indirect 

allocations, a Customer Service Cost allocation, and an allocation for corporate-type 

costs. 

How are system costs determined and split among the UniSource Energy 

companies? 

Amounts necessary to maintain and manage a particular Information Technology system 

are accumulated in individual projects. The dollars are then allocated, and charged, to the 

UniSource Energy companies based on usage. For example, all financial plant and 

general ledger transactions are maintained in the Oracle system for TEP, UNS Gas and 

UNS Electric. Amounts associated with the cost of running the Oracle system are 

tracked in individual projects. The dollars accumulated in the specific Oracle projects are 

then charged or allocated to the appropriate companies based on the number of Oracle 

transactions supporting each particular company. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

How does the Customer Service Cost Allocation differ? 

While the Customer Service Cost Allocation does track all costs in projects associated 

with running an integrated customer service center in Tucson, it allocates the amounts 

back to each Company based on a combination of specific customer talk time at each 

location and/or customer count. 

What about corporate-related costs that are included as part of the indirect 

allocations? 

These are primarily employee expenses, including salary and benefits, which are 

accumulated as part of what is called the UNS Allocation. Also included are items such 

as costs of Sarbanes-Oxley compliance, certain legal expenses, and investor relations, all 

of which cover over 80% of the total allocation. These are costs that are common or 

beneficial to the entire organization, and the dollars are accumulated and allocated or 

charged to the various UniSource Energy companies based on the Massachusetts three- 

factor formula. The holding company order approved for UniSource Energy and issued 

by the Commission in Decision No. 60480 (November 25, 1997) approved an allocation 

policy which specifies the use of the Massachusetts formula. The three-factor formula is 

updated annually, and for this rate application it was calculated using end of test year 

data. 

Please explain the three-factor formula. 

The three -factor formula is based on the average of three equally-weighted components. 

These components are (i) payroll; (ii) plant and tangible assets; and (iii) total revenues. 

The three-factor formula, commonly referred to as the Massachusetts Formula, is a 

common and accepted allocation methodology. 
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Q. 
A. 

Q. 
A. 

VII. 

Q. 
A. 

Q. 
A. 

Please explain the Customer Service Cost Allocations Adjustment. 

In May of 2005, the call center and customer service functions for UNS Gas were moved 

to Tucson to be integrated with TEP and UNS Electric. Because this change took place 

part way through the test year, it was necessary to annualize the expenses associated with 

the operation of the call center. 

Please explain the Corporate Cost Allocations Adjustment. 

As -explained above, costs that are common or beneficial to the entire UniSource Energy 

organization are accumulated in specific task or projects and then are allocated or 

charged to the various UniSource Energy companies based on the Massachusetts three- 

factor formula. In this adjustment, the charges to be allocated were reviewed and those 

that were non-recumng or not reflective of on-going expense levels were removed. 

Charges that were incurred during the test year that should have been included within the 

allocation were added to the pool. The labor and benefits charged to the pool were 

adjusted to reflect the rates and levels at the end of the test year. We then calculated the 

pro forma allocation to UNS Gas based on the Massachusetts three-factor formula. The 

three-factor formula was calculated using end of test year data, 

A SCHEDULES. 

Have you described Schedule A-1 earlier in your testimony? 

Yes. Again Schedule A-1 is a summary of the increase in revenue requirement that UNS 

Gas is seeking as a rate increase in this case. 

Please describe the information contained in Schedule A-2. 

Schedule A-2 presents a summary of the results of operations for the test year and two 

prior fiscal years, compared with the projected year. Lines 1-16 of Schedule A-2 set 

15 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I1 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Q- 
A. 

Q. 
4. 

VIII. 

Q- 
A. 

forth the summary of operations for the years ending December 3 1,2003 and December 

31, 2004, and the test year ending December 31, 2005. Schedule A-2 also presents 

projected results of operations for the year ending December 3 1, 2006 under the headings 

“present rates” and “proposed rates”. 

Please comment on the information presented in Schedule A-2. 

The data contained in Schedule A-2 shows that net income ranged between $1 and $5.7 

million during the past three years. The projected net income is $3.7 million in 2006. The 

schedule also shows that the projected total company Return on Average Common Equity 

without adjustments or allocations is 4.53% in 2006. This demonstrates that, absent a 

rate increase, UNS Gas is projected to earn a return which is substantially less than the 

1 1 .O% supported in this case. 

Please describe the information contained in Schedule A-5. 

Schedule A-5 presents statements of changes in financial position for the years ending 

December 3 1,2003 and December 3 1,2004, the test year ending December 3 I,  2005 and 

the projected year ending December 3 1,2006. 

C SCHEDULES. 

Please describe the Schedules. 

Section C, comprised of Schedule Nos. C-1 through C-3, presents the development of the 

net operating income or “return” component of revenue requirements submitted for 

Commission consideration in this rate case filing. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please explain Schedule C-1. 

Schedule C-1 shows the actual Income Statement for the test year. It also summarizes the 

effect of the proposed pro forma adjustments to recorded operating revenues and 

expenses, and the resulting adjusted net operating income. 

What is the purpose of Schedule C-2? 

Schedule C-2 presents the detailed pro forma adjustments that reflect the full annual 

impact of operating changes, annualizations, normalizations, and other adjustments made 

to revenues and expenses as explained previously in this testimony. 

What is the purpose of Schedule C-3? 

Schedule C-3 contains the development of the Gross Revenue Conversion Factor. That 

factor is used to convert the computed test year return deficiency to an equivalent annual 

revenue increase amount. It effectively recognizes that there will be additional bad debt 

expense and income taxes associated with any adjustment to annual revenue levels. 

Does this conclude your direct testimony? 

Yes it does. 
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I. 

Q- 
4. 

Q- 
4. 

Q- 

4. 

Q- 

A .  

INTRODUCTION. 

Please state your name and business address. 

My name is Dallas J .  Dukes and my business address is One South Church Avenue, 

Tucson, Arizona 85702 

Are you the same Dallas J. Dukes that filed file Direct Testimony is this case? 

Yes. 

Have you reviewed the Direct Testimony filed by the Commission Staff and 

Intervenors in this case? 

Yes, I have. 

Which Commission Staff and/or Intervenor Direct Testimonies will you be 

addressing in your Rebuttal Testimony? 

In my Rebuttal Testimony, 1 address adjustments that Staff Witness RaJph C. Smith 

recommends in his Direct Testimony. 1 also address several adjustments that Residential 

Utility Consumer Office (“RUCO”) witnesses Marylee Diaz Cortez and Rodney L. 

Moore propose in their Direct Testimonies. While 1 agree with some of the adjustments 

made, the majority of adjustments Staff and RUCO make are inappropriate and should 

not be accepted. Further, I provide ample justification for UNS Gas, lnc.’s (“UNS Gas” 

or the “Company”) proposals on these items in my Rebuttal Testimony in order to rebut 

these Staff and RUCO adjustments. In short, 1 believe the adoption of many of S taf fs  

and RUCO’s adjustments is not supportable based on all of the evidence and documents 

in this case. 
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REBUTTAL T O  STAFF WITNESS RALPH C. SMITH. 

Could you please summarize your view of the Direct Testimony filed by Mr. Ralph 

C. Smith on behalf of Staff? 

I disagree with several of the adjustments he makes in his Direct Testimony. 

A. Bad Debt Expense (Staff Adjustment C-3). 

Mr. Dukes, do you agree with the recommendation of Mr. Smith for Bat 

Expense? 

Debt 

Partially. Mr. Smith has basically used the Company‘s bad debt expense calculation. 

The differences are attributable to Mr. Smith using the Staffs revenue adjustments for 

customer annualization and weather normalization as opposed to the Company’s. The 

Staffs  adjustments are being opposed by Company’s rebuttal witness, D. Bentley 

Erdwurm, and for reasons stated in his Rebuttal Testimony the Company’s bad debt 

expense adjustment should be accepted without change. 

B. Remove Depreciation & Property Taxes for Construction Work in Progress 

jbbC WI P”) (Staff Ad ius tmen t C-4). 

Do you agree with Mr. Smith’s adjustment to remove the Company’s proposed 

Depreciation and Property Tax adjustment for CWlP included in rate base? 

No. The adjustment is directly associated with the inclusion of CWlP in rate base as a 

plant item. Mr. Kentton C. Grant is the Company’s witness in support of the inclusion of 

CWIP in rate base. Because CWIP should be included in rate base for the reasons Mr. 

Grant explains in his Rebuttal Testimony, the Company’s depreciation and property tax 

adjustment should not be adjusted as Mr. Smith proposes. 
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Q- 

A. 

Q* 

A. 

Q- 

A. 

If the Commission chooses to exclude CWlP from rate base are there other 

adjustments to rate base that should be made? 

Yes. If the Commission disallows the inclusion of the CWlP balance that UNS Gas is 

requesting within rate base; then the customer advances directly related to projects within 

that CWlP balance should also be taken out as a reduction to rate base. There is 

$4,158,264 within the customer advances total that is directly related to projects 

contained in the CWJP balance as of the end of the test year. It would not be proper to 

reduce rate base for advances that are directly for plant items that are not included within 

rate base. 

C. Geopraphic information System (“GIs”) Expenditures (Staff Adjustments B- 

2 & c-5). 

Do you agree with Mr. Smith’s recommendation to disallow the Company’s request 

to include GIS expenditures as a regulatory asset and to recover that asset through 

amortization? 

No. I do not. 

Can you give a quick overview of why the Company is requesting the inclusion of 

certain GIS expenditures within rate base? 

Yes. The Company is requesting the recovery of, and on, certain GIS expenditures 

(made in response to the directive of the Commission) that provide present and hture 

benefits to customers. 

In 2002, the Commission’s Pipeline Safety Section Staff issued a directive to the Arizona 

Gas Division of Citizens Communications Company (“Citizens Gas”) to complete the 
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Q. 

A. 

mapping of service lines. In August 2003, UniSource Energy Corporation (“UniSource’’) 

purchased Citizens Gas assets, which then became part of UNS Gas. The Company 

initiated a project to locate and map into GPS all of the existing service lines in order to 

comply with the Commission directive. 

Initially, this project was classified as a capital project based on the information 

submitted to the accounting department at the time the project was being approved. 

However, in the final quarter of the test year the accounting department became aware of 

the misclassification and made an adjusting entry to properly classify expenditures as an 

expense per Generally Accepted Accounting Principles (“GAAP’)). In December 2005, a 

correcting entry was made and $897,000 (pretax) of expenditures was expensed that had 

originally been capitalized. These changes all occurred during UNS Gas’ test year in this 

case. 

Why didn’t the Company request an Accounting Order to defer the GIS 

expenditures in question? 

The appropriate time to request an accounting order would have been in 2003, prior to 

beginning the project. However, as 1 stated above, the Company initially believed this 

was a capital project and thus had no reason to request deferral treatment at that time. 

The accounting adjustment itself (from capital to expense) was not finalized until 

December 2005. Thus, the correction was made in the final month of the test year and 

impacted the operating income of the test year. 

Because the impact was within the test year, the Company believes the more appropriate 

action is to seek the requested treatment within a rate case. Thus, we have requested the 

Commission allow the Company to back the GIS expenditures out of the test year, record 
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them as a regulatory asset and allow recovery of the expense over the expected life of the 

rates. 

What were the reasons Mr. Smith provided for excluding the GIS expenditures 

from rate base? 

Mr. Smith states the following on pages I6 to 17 in his Direct Testimony: 

Based on a review of the Company’s October 3,  2005 memo and 
the supporting documentation provided by UNS Gas, Staff 
concludes that the deferred GIS costs requested by UNS Gas are 
not an appropriate rate base item, do not qualify as a “regulatory 
asset,” were not pre-approved for deferral by the Commission, are 
non-recumng costs that should have largely been expensed by the 
Company in periods prior to the 2005 test year, and the therefore 
are not appropriate to include in test year rate base. 

Do you agree with Mr. Smith’s assertion that the GIS costs are not an appropriate 

rate base item? 

No, I do not. Mr. Smith did not question the prudence of the expenditures or the benefits 

of GIS to customers. It was also pointed out by the Company’s witness, Gary A. Smith, 

that the Company incurred the GIS expenditures in response to a directive from the 

Commission’s Pipeline Safety Section. 

Ultimately, the Commission has broad discretion to decide what types of expenditures 

merit rate base treatment. It is the Company’s position that these particular expenditures 

represent a substantial one-time investment in the initial implementation of a system that 

provides benefits to its current and future customers. The Company believes that merits 

the Commission’s consideration and ultimate approval of such treatment based on the 

circumstances as discussed above. 
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Q. 

A .  

Q- 

A. 

Do you agree with Mr. Smith’s assertion that the GIS costs do not qualify as a 

regulatory asset? 

No, I do not. I first note that these expenditures are used and useful to insuring safe and 

reliable service to customers and result from directive from the Commission’s Pipeline 

Safety Section. Ultimately the Commission has the discretion to decide that the GIS 

costs should be classified as a regulatory asset, and I believe they should be so 

determined because of the GIS costs nexus to directly providing safe and reliable natural 

gas service to customers. 

Do you agree with Mr. Smith’s assertion that because the Company did not request 

deferral treatment of the cost; they should not be allowed rate base treatment? 

No. As I mentioned previously, the Commission has broad discretion to consider the 

particular circumstances and merit of the Company’s request and to grant rate base 

treatment and recovery if found appropriate. We are requesting the Commission 

consider: 

I .  

2. 

3. 

4. 

5. 

That the project was started in 2003 as  a capital investment and a correction of book 
accounting treatment dictated the expensing of the costs for GAAP purposes in 
December 2005; 

The magnitude of the Company’s investment relative to its accumulated earnings 
(7.6% or $897,068/$11,825,983); 

The benefits provided to present and fUture customers as a result of the investment 
made by the Company; 

That the Company made this significant investment to meet the Commission’s 
directive issued to the predecessor company, Citizens Gas; and 

That if the Company is not granted recovery of the investment, customers will reap 
the benefits of a system and the investors will have borne the cost without recovery. 
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Q- 

A .  

Q. 
A. 

D. Incentive Compensation (Staff Adiustment C-6). 

Mr. Dukes, can you briefly summarize Mr. Smith’s adjustment to test year 

Incentive Compensation? 

Yes. Mr. Smith has suggested an equal sharing of the costs associated with the 

Company’s various employee incentive programs. Mr. Smith‘s primary reasoning for 

this sharing is that it strikes the balance between the benefits attained by both 

shareholders and customers. He also references a recent Commission Decision No. 

68487 (February 23, 2006) - the Southwest Gas Corporation (“SWG-‘) rate case - in 

which the Commission adopted such a recommendation for its management incentive 

plan. 

1. Performance Enhancement Plan (“PEP”). 

Do you agree with Mr, Smith’s adjustments related to the PEP? 

No, I do not. Mr. Smith’s suggested sharing of the PEP program cost is based on an 

assumption that the program is an additional cost to the customers and that the specific 

goals or targets of the program are the only benefits and somehow equally benefit 

shareholders and customers. I disagree with the assumption that the program is an 

additional cost. 1 beIieve the PEP program costs are actually a net savings to customers. 

I also believe the program provides a valuable management tool to promote increased 

earnings, to promote additional cost savings, to motivate individual employees, to 

encourage groups of employees to work together to impact specific goals, and to aid in 

the retention of the higher-performing employees. All of these are ultimately benefits 

passed on to customers. 
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Q. 

4. 

The goals or targets of the current PEP program are also heavily weighted toward 

providing benefits to customers. The program uses financial performance measures 

weighted at 30%, operational cost containment weighted at 30% and customer service 

goals at 40%. 1 would argue that the potential benefits of the current program goals and 

objectives alone would merit a much greater sharing than 50/50 based on an assumed 

benefit standard analysis. 

However, 1 assert that because the program actually reduces the ultimate cost passed on 

to customers in the form of reduced payroll and benefits cost; it should actually be 

irrelevant which of the goals provides the greater benefit to whom in deciding recovery. 

It is counter-intuitive to penalize the Company for using an employee program that 

reduces costs passed on to the customers, that promotes increased safety, increased 

customer service, the reduction of other costs and increases the financial soundness of the 

Company. The Company is not proposing any sharing of the benefits of the program. 

Please further explain the PEP and some of the benefits to customers, the Company 

and to employees. 

The overly-simplified description, “Incentive Compensation”, is a little misleading and 

not an entirely accurate caption for the PEP program. A more accurate description of that 

program would be “a portion of an individual’s fair and reasonable compensation put at 

risk to encourage and enhance group and individual performance”. The “at risk 

compensation” portion is used on an individual basis to reward specific performance and 

provides management with an additional tool to encourage hrther cost savings, motivate 

individuals and to encourage employees to impact goals. 
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PEP is “at risk compensation” because there are no guarantees to individual employees 

that payment will be made. The Company’s compensation philosophy is to pay at 

approximately 50% of market rate for its non-union employees. In benchmarking studies 

conducted by an outside consulting firm, non-union positions actual total average cash 

compensation (inclusive of incentives) was 8% below 50% of market (or at 42% of 

market) at UNS Gas. Therefore, the overall average PEP payouts are an integral part of 

the fair and reasonable cornpensation necessary to attract and retain employees. If the 

PEP program is eliminated, there would be considerable increased pressure on base 

compensation and it  would eventually have to be increased toward market to allow the 

Company to compete in attracting and retaining a skilled workforce. I t  is not reasonable 

to assume that the Company would be able to continue to attract the best and brightest at 

compensation rates well below the market median. Furthermore, to stay competitive in 

attracting and retaining employees, the market is such that performance-based, lump sum 

cash awards are standard practice at 79% of companies today. So, Staff‘s 

recommendation will drive base compensation upward so that little to no compensation is 

“at-risk”. 

From the Company’s and the customers’ perspectives, there are many advantages to 

using a program like PEP, rather than just paying median market wages as base 

compensation. The most direct savings result because PEP is not part of base 

compensation; therefore employee costs such as: vacation pay, sick pay, long term 

disability, 401 K matching, pension expense and other post-retirement benefits that are 

based on base pay are all reduced. There is the impact of reduced compounding wage 

increases that would be based on a higher base pay total. Consequently, there are the 

benefits produced from the specific goals tied to a portion of the employees’ 

compensation, which are the benefit of the Company having greater flexibility to 
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Q. 

A. 

distinguish among and reward high-performers, to attract and retain more talented 

employees, and to mitigate the costs of training new employees by retaining key ones. 

From the employee perspective, the proper mix of base wages and incentive pay has 

benefits. Individual employees are rewarded for contributing to the overall success of the 

organization and are allowed a way to directly participate in corporate success with a 

clear line of sight to goals. Employees can be acknowledged and rewarded for making a 

difference by exhibiting extra effort, working more hours on the job (for professionals not 

eligible for overtime pay), or supporting the program goals. Also, payment to individual 

non-union employees is discretionary, so talented and high-contributing employees can 

earn more through the program, which can be a motivating factor and can also lead to 

higher retention rates for more talented employees. 

In short, the PEP benefits the ratepayer because of the net savings to the customer, the 

incentives it  provides to motivate employees towards better serving the customer, and 

helps to attract and retain the best employees. Therefore, I disagree with Mr. Smith and 

the Company maintains its position to recover the PEP costs in rates. 

2. Officer’s Long Term Incentive Prowam. 

Do you agree with Mr. Smith’s adjustments related to the Officer’s Long Term 

Incentive Program? 

No, 1 do not. Mr. Smith again simply applies an equal sharing of the cost methodology to 

this program and 1 disagree with the base assumptions behind such treatment. The costs 

at dispute here are primarily costs allocated to the Company from Tucson Electric Power 

Company (“TEP,‘) for Executive oversight of UNS Gas. 
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Q. 
A. 

These costs represent a portion of the Officers’ total compensation, but are an integral 

part of a competitive compensation program. TEP also has a target level for determining 

Compensation levels for Officers that is determined by the Board of Directors (“Board‘). 

The Board has set that target at approximately median to 75% of a peer group of 

publicly-traded companies. The peer group is reviewed periodically and includes 16 

electric and gas utility companies that are comparable to UniSource in terms of size as 

measured by annual revenues and market capitalization. The Board uses an outside 

consulting firm reporting directly to them to evaluate the compensation programs and 

levels, and to compare them to the peer group. The last study performed in October 2005 

showed that TEP’s Executives’ total compensation program (including incentive 

programs) was 9% below that 75% mark of the peer group. 

1 would argue that instead of taking the position that this portion of “Incentive 

Compensation” is some additional cost to be parsed out equally to rate payers and to 

shareholders alike, it should be looked at in the context of its intended purpose. That 

purpose is to be a portion of a fair and reasonable compensation program that is 

necessary to attract, motivate and retain highly-skilled executives. Staff has not 

presented any evidence to demonstrate that the compensation and benefit packages of the 

Officers of TEP and UNS Gas are not reasonable. N o  portion of that package should be 

reduced without evidence being presented contradicting the evidence being provided by 

the Company. 

3. Deferred Compensation Plan. 

Would you define the Deferred Compensation Plan as an Incentive Plan? 

No, 1 would not. Below is an excerpt from the Company’s response to Staff Data 

Request 5.72: 
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Q. 

A. 

UniSource Energy Corporation Management and Directors 
Deferred Compensation Plan (“Deferred Compensation Plan”) 

The Deferred Compensation Plan allows participants (Directors, 
Officers and Managers) the opportunity to accumulate tax-deferred 
capital by allowing them to defer a portion of their pay on a pre-tax 
basis. 

The plan is a program allowing Officers, Directors and Managers to defer recognition of 

a portion of their compensation for tax purposes and for retirement planning. 

Do you agree with Mr. Smith’s adjustment to remove 50% of the Deferred 

Compensation Plan expenses allocated to UNS Gas? 

No, I do not. 

4. Supplemental Executive Retirement Plan (“SERP’’). 

Please describe the SERP program. 

SERP is a retirement program that allows Officers to have proportionately equivalent 

retirement benefits to all other eligible employees. The amount that Mr. Smith is 

recommending be disallowed primarily represents benefit cost allocated to UNS Gas 

from TEP. 

Do you agree with Mr. Smith’s adjustment to remove 300% of the SERP expenses 

allocated to UNSG? 

No, I do not. I recognize that Mr. Smith has at least partially relied upon Commission’s 

recent decision in the SWG rate case (Decision No. 68487) that disallowed the recovery 

of SERP expenses. However, a program like SERP should not be looked at in isolation 

nor should it be assumed that all factors are equal and comparable across different 

utilities. The SERP program is a portion of the compensation and benefits package made 

available to UniSource Officers. The level of compensation, incentives and benefits are 
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all determined by the Board- 

determine if they are within the median to 75% range of TEP’s peer group. 

The Board continually monitors those programs to 

The reason a program like SERP is necessary is because of funding limits defined within 

the Internal Revenue Code. And those funding limits are set based on tax revenue 

collection needs, not on the point at which it is no longer fair to provide retirement 

benefits. They are not a guideline for how much is fair and reasonable as part of 

executive compensation. The evaluation of that should be the reasonableness of the 

compensation and benefit package as  a whole. Below are the objectives of the 

compensation program for UniSource Executives: 

Objectives of the Executive Compensation Program 

We base our executive compensation policies and decisions with 
respect to our Named Executives on the achievement of the 
following objectives: 
1 .  Attract, motivate and retain highly-skilled executives; 
2. Link the delivery of compensation to the achievement of 
critical short- and long-term financial and strategic objectives, 
creation of shareholder value and provision of safe, reliable and 
economically available electric service; 
3 .  Align the interests of management with those of our 
stakeholders and encourage management to think and act like 
owners, taking into account the interests of the public that the 
Company serves; 
4. Maximize the financial efficiency of the program to avoid 
unnecessary tax, accounting and cash flow costs; and 
5. Encourage management to achieve outstanding results 
through appropriate means by delivering compensation in a 
manner consistent with established and emerging corporate 
governance best practices. 

The goals listed above define the structure of the plan, are proper and are in the best 

interest of both the Company and its customers. UNS Gas designed the plan so that i t  is 

competitive and fair to all parties. I further believe the plan has been effective in 
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?- 

4. 

Q- 

4. 

Q. 
A. 

achieving optimal results for its customers as far as providing safe and reliable service, as 

well as being cost effective. ‘The Board continually monitors these issues and hires 

outside consulting firms to help them evaluate these issues. I have provided substantial 

evidence in my Direct Testimony and here justifying these costs as related to providing 

service to UNS Gas customers. By contrast, Staff has not presented any evidence to 

demonstrate that the compensation and benefit packages of the Officers of UNS Gas are 

imprudent or not reasonable. So, I believe that SERP expense should not be reduced in 

this proceeding. 

E. Emergency Bill Assistance (Staff Adiustment C-7). 

Mr. Dukes, do you agree with the recommendation o 

Emergency Bill Assistance expense? 

..,;. Smith regarding 

Yes. Those expenses for emergency bill expense are more properly reflected in base 

rates and not in the Demand Side Management program hnding. 

F. Nonrecurring Severance Payment Expense (Staff Adiustment C-8). 

Mr. Dukes, do you agree with Mr. Smith’s adjustment for Nonrecurring Severance 

Payment Expense? 

No. 1 agree that in the Company’s original payroll annuaIization adjustment an error was 

made related to the Nonrecumng Severance Payment “Credit”. 

Why did you refer to it as a “Credit” instead of as an expense? 

In 2004, an employee was severed from UNS Gas and as part of the severance was 

provided a payment in the amount of $52,387.56 (pre-tax) to be paid in 2005. That 

severance payment was “accrued” in December 2004 as an expense of UNS Gas and as a 

payable. So, it  impacted the 2004 income statement. In January 2005, the accrual of the 
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Q- 
A. 

expense in 2004 was reversed. So a “Credit” was posted to payroll expense of UNS Gas 

in 2005 for ($52,387.56) and the payable accrued was eliminated. It is normal 

accounting practice to reverse accruals in the following month when the actual 

transaction is expected to be processed through a system such as accounts payables or 

payroll. 

In this case, the check was issued through payroll but did not hit the books of UNS Gas, 

but instead actually hit the books of TEP. Because this error was so small, it was not 

found until the rate case was being prepared. So there was never an offsetting expense 

posted in 2005 to UNS Gas. What this means is that the payroll expense of 2005 was 

understated by $52,387.56. To put it another way, operating income was overstated by 

$52,387.56. 

What was the error in the Company’s filed payroll annualization adjustment? 

The payroll annualization adjustment proposed by the Company took test-year end 

employee levels and wages and annualized them to come up with the proper level of 

payroll expense to be included in the revenue requirement in this proceeding. Mr. Smith 

is not objecting to our calculation of non-overtime regular annualized payroll expense. 

Therefore, the annualized payroll expense is the level that we believe should be included 

in revenue requirements. However, the original adjustment by the Company subtracted 

the test-year non-overtime regular payroll expense after adding back the $52,387.56 

severance expense. And by doing so, the Company understated the non-overtime regular 

payroll expense to be included in revenue requirement by $52,387.56. Below is a simple 

illustration of my point based on the numbers as originally filed by UNS Gas. 
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(C=A+B) 
Adiusted Test Year 
Regular Wages 

$5,148,145 

b (A) 
ctual Test Year 

(D) (E=D-C) 
Annualized 3riginal Proposed 
Regular Adj. to Regular 
Wages Wages 
Requested 

$5,472,911 $324,786 

egular Wages i" 
Add Proposed Adj. 
to Test Year Actuals 
Amount Currently 
Included in 
Company's Originally 
Filed Revenue 
Requirements 

________ 

' 
$5,095,757 

$324.786 

$5,420.543 

jeverance 
Add-Back 

$52,388 

I 
As shown above, the Company's original filed adjustment resulted in a revenue 

requirement that was $52,387.56 ($5,420,543 - $5,472,93 1 )  less than the annualized non- 

overtime regular payroll expense the Company calculated and not opposed by Staff or 

RUCO. 

How would Mr. Smith's proposed adjustment to remove the Nonrecurring 

Severance Payment Expense impact the revenue requirements? 

It would hrther reduce the non-overtime regular annualized payroll expense being 

included in the Company's revenue requirements. In other words, if you accept his 

additional adjustment the revenue requirement would include $5,368,155 (pre-tax) of 

non-overtime regular annualized payroll expense, instead of the $5,472,93 1 (pre-tax). 

That would result in the Company having payroll expense set at $104,776 (pre-tax) below 

the annualized level it should be allowed to recover. 
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G. Overtime Payroll Expense (Staff Adiustment C-9). 

Do you agree with Mr. Smith’s adjustment to the Company’s proposed annualized 

overtime payroll expense? 

Yes. 

reflective of the expected overtime levels that should be included in rates. 

Upon review of the proposed adjustment by Mr. Smith, I believe i t  is more 

H. Nonrecurring FERC Rate Case Legal Expenses (Staff Adiustment C-1 I). 

Do you agree with Mr. Smith’s adjustment to the Company’s legal expense? 

No, I do not. The specific rate case and its associated expenses referenced by Mr. Smith 

(El Paso Natural Gas) is, in fact, still an ongoing case. The Company had expenses 

throughout 2006 and into 2007 for continued legal support for the case and settlement. A 

host of additional issues not settled in the case require on-going FERC legal expenses. 

As firther indication of the on-going nature of these legal expenses, in 2006 

Transwestern Pipeline filed a rate case and we expect El Paso Natural Gas to file for 

increased operational restrictions in mid 2007 which will need to be litigated at FERC. 

Obviously, i t  does not make sense to exclude all legal expenses as  non-recurring because 

the individual cases are not repeated year after year. The Company always incurs legal 

expenses each year as part of doing business. The objective should be to set legal 

expenses at a just and reasonable level that is reflective of how much is likely to be 

incurred annually. So, customers do not pay more than they should and the shareholders 

recover their cost. 

In this particular case, I believe Mr. Smith’s adjustment to test year legal expense to 

exclude $3 11,051 (pre-tax) would set the level of legal expense in the Company’s 

revenue requirements well below an expected recurring level. That would leave legal 
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Q- 
A. 

Q- 

A. 

expense in revenue requirements at only $ 1  77,329 (pre-tax), when actual incurred legal 

expenses were $373,174 in 2004, $488,380 in 2005 and $425,540 in 2006. Clearly, 

$177,329 does not reflect a reasonable level of legal expense annually. 

Do you have a suggested alternative adjustment to test-year legal expenses different 

than your Direct Testimony? 

Yes, 1 do. I now recommend that the two-year average of 2004 and 2005 be used; which 

would be $430,777 (pre-tax). This amount is based on fixed, known and measurable 

expense levels and is clearly more indicative of actual recurring cost. That would equate 

to a reduction in the Company’s original request of $57,603 (pre-tax). 

1. Worker’s Compensation Expense (Staff Adiustment C-13). 

Do you agree with Mr. Smith’s adjustment for Worker’s Compensation Expense? 

Yes. 

J. Membership and Industry Association Dues (Staff Adiustment C-14). 

Do you agree with Mr. Smith’s adjustment for Membership and Industry 

Association Dues? 

Partially. I do agree that a portion of the American Gas Association (“AGA”) dues 

should have been excluded from the revenue requirement and I am not opposing the other 

exclusions proposed by Mr. Smith of $ 1  0,126 (pre-tax) related to payments made to other 

organizations. However, I believe the appropriate exclusion of the AGA dues should 

only be for the portions related to lobbying and marketing. 1 obtained those percentages 

from the AGA based on the AGA’s 2007 budget and they were 2% and 1.39% 

respectively. That is just slightly less than the amounts used by RUCO in their 
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adjustment to reduce AGA dues. I am including RUCO‘s adjustment in my revised 

revenue requirements. 

K. Fleet Fuel Expense (Staff Adiustment C-15). 

Do you agree with Mr. Smith’s adjustment to Fleet Fuel Expense? 

I agree with part of his adjustment. I agree that i t  should be updated to reflect the most 

recent market cost of fuel and a portion of that increase should be allocated to 

construction. But the most recent prices that UNS Gas actually has paid is a more 

accurate determinant of actual fuel prices than relying on ArizonaGasPrices.com. It is 

more appropriate to reflect the cost that is most representative of the service temtory in 

which the gas is used. 

During the months of November 2006 through January 2007, the Company’s average 

fuel cost per gallon of fuel was $2.48. If you update Mr. Smith’s adjustment with the fuel 

cost recently incurred by UNS Gas, the additional fuel cost needed would be $61,069 

(pre-tax). Overall, UNS Gas’ request now reflects a $12,657 (pre-tax) reduction to its 

original filed adjustment. 

L. Postage Expense (Staff Adiustment C-16). 

Do you agree with Mr. Smith’s adjustment to Postage Expense? 

No. First, Mr. Smith starts with actual book postage expense of $386,673 (pre-tax), 

which is understated by a prior period adjustment that was made during the test year to 

correct the pre-paid postage account. Prior to 2005, the Company had not been using a 

pre-paid postage account. When payments were made to the Postmaster to place a 

balance on the account associated with our postage meters, it was immediately expensed. 

This led to the 2003 balance sheet being understated by $99,668 in 2003 for postage paid 
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for but not yet used. As of December 3 I , 2004, the postage paid but not yet used had 

dropped to $58,498 for a net decrease of $41 , I  70. That meant that we used that portion 

of the postage dollars that had been prepaid and this amount should have been recorded 

as an expense in 2004. In 2005, the Company paid $452,798 to the postmaster and at the 

end of the year there was a $66,125 balance on the postage meters as paid postage but not 

yet used. That means that we increased the pre-paid postage level by $7,627 ($66,125 - 

$58,498). This then means that the actual postage expense for 2005 would be the 

$452,798 that we paid, less the $7,627 that we didn’t use, or $445,171 in test-year 

postage expense. 

So, $445,171 should be Mr. Smith’s starting point, which when appliec within Mr. 

Smith’s adjustment calculation would result in pro forma postage expense of $476,960. 

This is more accurate than his proposed amount of $414,285, but is still not completely 

reflective of the normal and recurring level of postage expenses. This is the reason that 

the Company used a two-year average in the pro forma adjustment to posted expense 

Postage expense is not just dependent on customer count; it is also dependent upon the 

number of additional notices mailed, the weight of specific bill inserts, and other 

additional factors that affect the actual cost. The postage expense for 2006 - a known 

and measurable amount - was $553,648. This is $139,362 more than the Mr. Smith’s 

suggested level. That is why I believe that the Company’s proposed pro forma postage 

expense of $529,380 is the proper and reasonable amount of expense to include in the 

revenue requirement. 
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A. 

What about Staffs assertion in response to UNSG Data Request No. 2-9 that the 

$66,125 of postage expense is not a test-year expense? 

I t  is partially correct. Only $58,498 of it is related to actual test year expense. The 

$66,125 was an adjustment made during the test year to correct the prepaid postage 

account balance at December 3 1 ,  2005. As I explained above, the $66,125 represents the 

cash balance on the postage meters at the end of the test year. So it is properly accounted 

for as a rate base item within prepaid assets. And as 1 also describe above, there was no 

prepaid postage recorded on the balance sheet of UNS Gas as of December 31,2004 for 

the $58,498 cash balance on the postage meters. So $58,498 was booked in 2005 as a 

credit to expense (even though it had nothing to do with 2005 expenses) and is related to 

prior periods, and $7,627 is credited to expense to reflect the increase in the postage 

meter balances within 2005. So test-year postage expense is $445,171 ($452,798 cash 

paid in 2005 and originally booked to expense, less $7,627 increase in the postage meter 

balance credited to expense) and the income statement only reflected expense of 

$386,673 because of the $58,498 credit related to a prior period (2004). 

This situation is no different than if the Company received an invoice from the Postal 

Service saying we under-paid our account by $58,000 in 2003 and 2004. In that scenario, 

we would record a credit to cash and a debit to postage expense in 2005. Mr. Smith 

would have reviewed the invoice and said that test-year postage expense is overstated by 

$58,000 that is related to prior periods, and would have proposed an adjustment to 

remove it from test year expense. This is just the opposite and 1 am saying that if you are 

starting with test year expense, you must adjust it for the prior period impact. In addition, 

the prepaid balance in rate base is the amount of cash as of December 31, 2005 that the 

Company has prepaid to the Post Office and is also properly reflected as well. 
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Ill. 

3- 

4. 

REBUTTAL TO RUCO WITNESS MARYLEE DIAZ CORTEZ. 

A. GJS Expenditures (RUCO Rate Base Adjustment 5 & lncome Statement 

Adiu s tmen t 12). 

Do you agree with Ms, Diaz Cortez’s recommendation to disallow the Company’s 

request to include GIS expenditures as a regulatory asset and to recover that asset 

through amortization? 

No. I provide numerous reasons earlier in my Rebuttal Testimony why 1 believe the 

Commission should allow the Company to recover these expenditures as requested. Ms. 

Diaz Cortez appears to not be questioning the benefits to the customers or the prudence 

of the expenditures, but is merely arguing that we did not get pre-approval to defer the 

cost. As 1 described earlier, there were extenuating circumstances that led to that 

outcome, we are asking the Commission to approve our request for ratemaking treatment. 

1 also disagree with Ms. Diaz Cortez’s assertion that the Company has already recovered 

the GIS expenditures. First, it contradicts her own argument that the Company has 

deferred the cost for regulatory purposes without Commission approval. If we deferred 

the cost then we didn’t recover it. 

It is also an incomplete description of the circumstances. UNS Gas’ last rate adjustment 

occurred in 2003 - to recover recurring expense levels based on a 2001 test year. The 

GIS expenditures were not anticipated at that time and so they were not included in the 

revenue requirement. But as 1 explained above, the GIS expenditures resulted directly 

from the Commission’s Pipeline Safety Section. These costs occurred outside of the 

normal range or recurring expense and were not contemplated in the rate structure that is 

in effect. The Company has not recovered the GlS expenditures and will not recover 
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them simply by expensing them within the GAAP books of the Company. If it could 

recover these costs by expensing them, then it would not have needed an accounting 

order. 

Even if the Company had known in 2003 that it would end up expensing these costs - 

and asked for and received an accounting order allowing deferral of the expenditures for 

ratemaking purposes - the expenditures would still have been expenses for GAAP 

purposes. Without specific language in the accounting order saying that the Company 

would be allowed to recover the cost in the next rate case, GAAP would have required 

the Company to expense these costs. 

I t  is not uncommon to have differing treatment of expenses for GAAP purposes and for 

ratemaking purposes. For example, in many electric cases, the overhaul cost for a turbine 

or boiler will be smoothed or amortized over an expected recurring cycle period. For 

GAAP purposes, those expenses will be recorded as incurred. 

In addition, on Page 14 (lines 3-4) of her Direct Testimony, Ms- Diaz Cortez states that 

the Company’s book net income was greater than $10.5 million in the test year. This is 

incorrect. The Company’s operating income was over $10.5 million. Net income was 

actually just over $5 million for a return on ending equity of only 6.32%. 

B. Fleet Fuel Expense (RUCO Income Statement Adiustment 13). 

Do you agree with Ms. Diaz Cortez’s Fleet Fuel Expense adjustment? 

No, I do not. Ms. Diaz Cortez has taken a different approach than the Company or Mr. 

Smith. If I substitute the more recent cost per gallon of $2.48 actually incurred by the 

Company - that 1 discuss earlier in responding to Mr. Smith’s adjustment to fleet fuel 
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A. 

Q .  

A. 

expense - and recalculate Ms. Diaz Cortez’s adjustment, the pro forma is then a reduction 

to the Company‘s original adjustment of $41,079 (pre-lax). I believe that Mr. Smith’s 

methodology is more appropriate once the fuel cost is updated. I have reflected a 

$12,657 reduction in my updated revenue requirement. 

C. Corporate Cost Allocations (RUCO Income Statement Adiustment 161. 

Do you agree with Ms. Diaz Cortez’s adjustment to reduce Corporate Cost 

Allocations? 

Yes. Ms. Diaz Cortez discovered some additional non-recurring charges related to the 

attempted merger and has correctly proposed the removal of these costs. 

D. Bad Debts - Uncollectibtes (RUCO Income Statement Adjustment 17). 

D o  you agree with ?VIS. Diaz Curiez’s adjustment to reduce the Company’s proposed 

Bad Debt Expense? 

No. Ms. Diaz Cortez argues that the Company has overstated the pro forma bad debt 

expense because an historical write-off percentage was applied to adjusted test year 

revenue that included Griffith plant revenue and NSP customer revenue. Both of these 

revenues were excluded from the revenue requirement. Ms. Diaz Cortez went on to 

calculate a new pro forma bad debt expense by applying the Company’s calculated write- 

off percentage to adjusted test-year revenue that excluded Griffith plant revenue and NSP 

customer revenues. The problem with this approach is that the Company’s write-off 

percentage was calculated by dividing actual write-offs by actual revenues, that include 

NSP and Griffith plant revenues. Therefore, her adjustment understates the pro forma 

bad debt expense by applying an inconsistent rate. 
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E. CWlP Propertv Taxes (RUCO Income Statement Adiustment No 18). 

Do you agree with Ms. Diaz Cortez’s adjustment to reduce the Company’s propose 

Property Tax adjustment for CWlP included in rate base? 

No. The adjustment is directly associated with the inclusion of CWlP in rate base as a 

plant item. Mr. Kentton C. Grant is the Company’s witness in support of the inclusion of 

CWlP in rate base. Because CWlP should be included in rate base for the reasons Mr. 

Grant explains in his Rebuttal Testimony, the Company’s property tax adjustment should 

not be adjusted as  Ms. Diaz Cortez proposes. 

F. Out-Of-Period Expenses (RUCO Income Statement Adiustment 19). 

Do you agree with Ms. Diaz Cortez’s adjustment for Out-of-Period Expenses? 

Partially. Ms. Diaz Cortez identified some PriceWaterhouseCoopers (“PWC”) invoices 

in test year expense that were for prior-period services+ Accordingly, those should be 

removed from the test-year revenue requirement. However, her analysis was not 

symmetrical. Before 2006, PWC invoices for audit services were not accrued; they were 

progress-billed on a quarterly basis and were not materially different from year to year. 

Ms. Diaz Cortez is proposing to reduce test-year expenses for invoices expensed in 2005 

for services provided in 2004. However, there are also invoices expensed in 2006 for 

services provide in 2005. These expenses are actually greater than the ones currently in 

the test year and would increase pro forma test-year expenses. The Company 

recommends RUCO’s adjustment be rejected. 
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G. Legal Expenses (RUCO Income Statement Adiustment 20). 

Do you agree with Ms. Diaz Cortez’s adjustment to test year Legal Expenses? 

No, 1 do not. Ms. Diaz Cortez has made the same adjustment as Mr. Smith, which is to 

exclude the legal cost related to a FERC proceeding in the amount of $3 1 1,051 (pre-tax). 

As I discussed earlier, legal expenses paid to outside council are non-recurring on a case- 

by-case basis from year to year. However, there is a recumng level of necessary expense 

that must be built into revenue requirements to provide reasonable assurance of 

recovering recumng costs. As 1 mentioned earlier in my Rebuttal Testimony, we propose 

an amount based on the two-year average, reducing the Company’s proposed test-year 

expense by $57,603 (pre-tax). 

REBUTTAL TO RUCO WITNESS RODNEY L. MOORE. 

A. Worker’s Compensation (RUCO Income Statement Adjustment 1). 

Do you agree with Mr. Moore’s adjustment to Worker’s Compensation? 

Yes. 

B. Incentive Compensation (RUCO Income Statement Adiustment 2). 

Do you agree with Mr. Moore’s adjustment to Incentive Compensation? 

No, 1 do not. 

Can you summarize Mr, Moore’s reasoning for excluding Incentive Compensation? 

Yes. Mr. Moore argues that the goals and objectives of the 2004 and 2005 PEP program 

were designed to provide a greater benefit to stockholders, that the 2005 payout was 

based on an arbitrary decision made by the Board, that the 2005 award is non-recurring 
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and that he believes the program is discriminatory and only applies to a select group of 

non-union employees. 

Do you agree with any of the assertions that Mr. Moore makes concerning the 

Company’s PEP plan? 

No, and I will list the reasons. First, as I discussed earlier in response to Mr. Smith’s 

Direct Testimony on PEP, I believe that the program actually saves the customers money 

in multiple ways even before the goals and objectives of the plan are taken into account. 

Second, the goals and objectives of the current plan are heavily weighted to the benefit of 

the customers. Furthermore, financial performance goals also strongly benefit customers. 

Even though the State of Arizona uses an historical test year to set rates, rates are set 

prospectively and the current PEP plan is what should be the basis for evaluation. Third, 

the 2005 award was not an arbitrary award approved by the Board, but was based on the 

remaining goals and objectives of the 2005 PEP that were achieved and not related to 

financial performance. The financial goal was missed primarily as a result of an 

unplanned outage at Springerville. This award was paid to real employees and was based 

on real efforts and real results they achieved. Fourth, the program applies to “all“ non- 

union employees and I am concerned by Mr. Moore’s use of the word discriminatory to 

describe the program. That word cam‘es a negative connotation and could easily be 

misunderstood taken out of proper context. The Company would like to implement a 

PEP program for the union employees. But, their wages are collectively bargained and to 

date, the Union has rejected any proposals to put any portion of their fair-wage 

compensation “At Risk”. The Union also has issues with any program that rewards 

employees in the same positions at differing rates based on their individual performance. 
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C. Postage Expense (RUCO Income Statement Adiustment 4). 

Do you agree with Mr. Moore’s adjustment to postage expense? 

No, I do not. Mr. Moore starts his caIculation with test-year expense, similar to Mr. 

Smith, but inadvertently starts with only part of the test-year book expense. Also, as I 

describe in detail above in my rebuttal of Mr. Smith, the test-year book expense was 

understated by a prior-period credit and thus would need to be adjusted to $445,171 for 

this method to come up with an answer reflective of the recurring postage expense level. 

If I substitute this amount into Mr. Moore’s calculation, 1 end up calculating a pro forma 

postage expense of $477,980. This is more accurate than his original calculation of 

$394,696, but is still not completely reflective of the normal and recurring level of 

postage expense. That is why I used a two-year average. As I discuss above, postage 

expense is not just dependent on customer count, but is also dependent on the number of 

additional notices mailed, weight of specific bill inserts, and a number of other additional 

matters that affect the actual cost. The postage expense for 2006 was $553,648. This is 

$158,952 more than the suggested level proposed by Mr. Moore. That is why I believe 

that the Company’s proposed pro forma postage expense of $529,380 is the proper 

amount to be included in the revenue requirement 

D. Customer Service Costs (RUCO Income Statement Adiustment 5). 

Do you agree with Mr. Moore’s adjustment to Customer Service Costs? 

No, I do not. 
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Why did the Company transfer its call center functions over to a consolidated call 

center at TEP? 

First, UNS Gas did not have a call center. The Company had various phone numbers for 

various locations within the Northern Arizona operation centers, and a handful of part- 

time customer representatives. Those customer representatives were limited by only 

having a few dedicated phone lines, no interactive voice response system (“IVR”), 

limited business hours (due to the limited staffing levels), limited back-up, and were not 

positioned to provide adequate customer service to a customer base of over 130,000 that 

is growing rapidly. 

Basically, the system could not continue as it was configured and would have required a 

significant investment in new systems, phone lines, personnel, facilities and increased 

staffing and supervision levels to provide adequate customer service. The solution that 

made the most sense was to transfer the responsibilities to the TEP call center and take 

advantage of only paying a portion of the fixed cost for a system related to what is used 

rather than making all of the investment by UNS Gas. 

Have costs and service levels changed? 

Yes. Costs in total have increased, but they would have had to increase. Otherwise, there 

would have been no system and very limited service levels- Service levels have 

improved significantly and call volume has almost doubled with the increased phone 

lines and representatives available to answer calls. 

UniSource now has a consolidated Enterprise call center supporting UNS Gas, UNS 

Electric, Jnc. and TEP. All share in paying the significant cost of supporting this center 

based on proportional usage. Previously, calls from UNS Gas customers were handled in 
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each remote location, by a handhl of employees picking up incoming calls in addition to 

other duties. The Company has made significant strides to improve customer service, 

including: 

97% increase in calls handled from UniSource Energy Services, lnc. ("UES"); 

8.5 hours per day of coverage being expanded to 12 hours per day; 

An IVR capability being added; 

An assisted credit card payment option being added; 

Dedicated Customer Service Representatives being added; 

237 trunk lines that are now available; 

One phone number for both gas and electric inquiries and for customers in 

Mohave and Santa Cmz Counties; and 

Call volume tracking is now available 

So Mr. Moore is incorrect when he states that the same level of service exists today as in 

the pre-consolidation of the call center. 

UniSource chose to integrate the call center function because of the investment and 

technology already in place at the existing Tucson call center facility, rather than 

duplicate a call center elsewhere. Any new investment in additional staff and technology 

equipment required to provide the above service levels would have been even more 

significant proportionately to UES than the existing allocation of costs. 

The decision to use existing TEP systems and resources across a larger customer base 

resulted in more efficient use of existing assets and a lower combined cost of service to 

all UNS Gas customers, while providing a remarkable increase in service levels for UES 

customers and avoiding significant additional and duplicative investment at UES. 
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E. Unnecessary Expenses (RUCO Income Statement Adiustment 6). 

Do you agree with Mr. Moore’s adjustment for Unnecessary Expenses? 

In general, I do not. There are $10,126 of cost within Mr. Moore’s list that were also 

identified by Staffs witness Mr. Smith that I previously agreed to exclude from revenue 

requirements. However, Gary A. Smith will discuss the remaining expenditures that Mr. 

Moore is seeking to exclude as “Inappropriate” and “Unnecessary” in his Rebuttal 

Testimony. I would, however, like to comment on the proposed adjustment itself. Mr. 

Moore makes reference to UNS Gas‘ response to RUCO Data Request No. 4.01, which 

requested that the Company provide sufficient documentation for these expenses, which 

meet the ‘necessary for the provisioning of gas service’ criteria for inclusion in test-year 

operating expenses. 

While this is a technically valid request, there has to be some consideration as  to how this 

type of review is done and the cost versus benefit of such an analysis, from a 

reasonableness standard. 

The original request included a list of 2,168 individual charges- Of those charges, 

approximately 65% were less than $50 and another approximate 25% were between $51 

and $200. So about 90% of his request was to provide an explanation and documentation 

to support approximately 2,000 charges of $200 or less. Basically, Mr. Moore compiled 

a list of charges based on the vendor names that appeared to be a restaurant, hotel, store 

or airline. I cannot think of - and RUCO does not offer - any support for justifying its 

adjustment being in accordance with a reasonable professional standard or common 

practice. To ask the Company to justify over 1,400 transactions under $50 is an overly 

burdensome task that takes thousands of man-hours and costs a significant amount of 
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money. Furthermore, the types of charges he is attempting to exclude are reviewed by 

the personnel’s immediate supervisor and numerous controls are in place to ensure that 

they are valid charges incurred in the course of providing gas service to customers. 

Reviewing the policies, the controls and testing those items seems like a cost-effective 

and reasonable starting point; before asking for documentation of over 1,400 invoices of 

$50 or less. 

In responding to Mr. Moore’s Data Request No. 4.01, 1 provided documentation for all 

advertising charges and all charges of $1,000 or more. Of the charges of $1,000 or more, 

Mr. Moore is proposing to exclude $ 2 8 ~  31 -04. Further, $24,288.27 out of the remaining 

$ 1  97,394 Mr. Moore recommends exclusion of are charges comprised as an error in his 

computation because he used total invoice amount instead of the amount charged to UNS 

Gas. The remaining amount is for charges the Company did not provide docurnentation 

for, because it would have cost about $75,000 based on the fully-loaded compensation 

levels for the personnel involved in undergoing such a process. So that is why I stated 

that by no reasonable professional standard should this be an acceptable method of 

compiling an adjustment and should not be allowed in this case. The fact is that meals 

and expenses such as the ones RUCO seeks to exclude are a typical and necessary part of 

doing business as Mr. Gary A. Smith explains in his Rebuttal Testimony. We would urge 

RUCO to set a realistic materiality level for its future requests. 
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Q.  
4. 

F. Rate Case Expense (RUCO Income Statement Adiustment 8). 

Do you agree with Mr. Moore’s adjustment for Rate Case Expense? 

No. Mr. Moore attempts to compare the UNS Gas rate case cost to SWG‘s most recent 

rate case and implies that SWG and UNS Gas are comparable companies. That 

assumption is flawed. 

SWG has operations in Arizona, Nevada and southern California. SWG indirectly 

allocates its shared services to its Arizona operations based on a Massachusetts Formula. 

By contrast, TEP is a completely separate regulated utility. TEP directly allocates 

charges to UNS Gas for only the shared services that UNS Gas uses based on actual 

hours of services rendered. 

For example, the SWG‘s Arizona operations gets approximately 55% of all shared 

service cost from “Corporate” whether they use it or not. In essence, the Arizona 

division has 50% of the accounting department, 50% of the plant accounting department, 

50% of the rates/pricing department, 50% of the legal department, 50% of the payables 

department, 50% of the budgeting, etc. UNS Gas has none of these departments but 

instead is charged for resources actually used from TEP. 

This is apparent looking at RUCO’s response to the Company’s Data Request No. UNSG 

1-30d. In that response, RUCO states that SWG’s allocated labor cost to its Arizona 

operations was 6.38% of total operating cost (excluding gas cost) and UNS Gas allocated 

labor cost was 1.75% of total operating cost (excluding gas cost). 

33 



I 

2 

3 

4 

5 

6 

7 

8 

9 

I O  

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

?- 

4. 

?- 

4. 

Q- 
4. 

Q -  
A. 

What have the direct allocations been to UNS Gas from TEP for shared services? 

The direct allocations to UNS Gas from TEP for shared services (labor & burdens) were 

$863,254 in 2004, $965,823 in 2005, and $1,436,789 in 2006. The 2006 amount is 

inflated by the rate case expenses that equaled $476,602 in 2006 and were deferred as a 

regulatory asset; which left the remainder of normal activity at $960,187. This is 

equivalent to 2005 levels. 

What does all of that mean? 

It means that SWG has these support services for doing a rate case built into their base 

rates and UNS Gas simply does not. 

Do you have any other comments regarding rate case expense? 

Yes, as of the end of February 2007, the rate case deferral account had a balance of 

$786,556. This is $186,556 more than we had originally forecasted for this case. And 

since the case has hearings and an additional round of testimony remaining, it is  possible 

that balance may reach $900,000, which is $300,000 more than we originally budgeted. 

What do you believe are the primary reasons causing the budget overage? 

I see two primary drivers: 

0 The organization going through the first rate case for UNS Gas and thus having to 

research and address all issues for the first time; and 

The volume, complexity and magnitude of data requests received from Staff, RUCO 

and other Intervenors, which was probably also as a result of this being the first rate 

case for UNS Gas. For example, in SWG’s most recent, case it received a total of 

285 data request questions with 206 sub-parts. UNS Gas received 605 questions with 

0 
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440 sub-parts. 

received. 

That is more than two times the number of requests that SWG 

Do you believe that UNS Gas should be allowed to collect all of these rate case 

expenses? 

Most definitely. These are legitimate outside service costs incurred in the  process of 

preparing and defending the UNS Gas rate case. In this particular instance, it will 

amount to about $300,000 being built into base rates for rate case expense. Even if you 

assume that 100% of that cost allocated from TEP that would only bring UNS Gas’ 

allocated cost up to 2.5% total operating cost (excluding gas cost), that is still well below 

the SWG level 6.38%. The UNS Gas adjustment is basically adding an incremental 

amount to base rates for rate making support based on actual usage, versus just simply 

allocating portions of departments and charging them to UNS Gas whether they are used 

or not. 

G. AGA Dues (RUCO lncome Statement Adiustment 9). 

Do you agree with Mr. Moore’s adjustment for AGA dues? 

I have accepted Mr. Moore’s adjustment to AGA dues. 

H, Non-Recurrinp/Atypical Expenses (RUCO Income Stat 

10). 

ment Adii stment 

Do you agree with Mr. Moore’s adjustment for Non-Recurring/Atypical Expenses? 

No, I do not. Mr. Moore is excluding certain training costs that were incurred during the 

year as non-recurring. These will be more specifically talked about in Company’s 

witness Gary A. Smith’s Rebuttal Testimony. But the Company is highly regulated, 

growing rapidly and continually adding new employees. So training is an on-going and 
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4. 

?- 

4. 

primarily mandated process for the Company. Training costs will very likely continue to 

increase for the foreseeable future and removing any of these costs from the test year 

would not be appropriate. 

I. SERP (RUCO Income Statement Adiustment 11). 

Do you agree with Mr. Moore’s adjustment for SERP? 

No. 

Testimony on this subject. 

1 provide justification for SERP expenses in response to Mr. Smith’s Direct 

Does that conclude your Rebuttal Testimony? 

Yes. 
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INTRODUCTION. 

Please state your name and business address. 

My name is Dallas J. Dukes and my business address is One South Church Avenue, 

Tucson, Arizona 85702 

Are you the same Dallas J. Dukes that filed file Direct Testimony is this case? 

Yes. 

Have you reviewed the Direct Testimony filed by the Commission Staff and 

Intervenors in this case? 

Yes, 1 have. 

Which Commission Staff and/or Intervenor Direct Testimonies will you be 

addressing in your Rebuttal Testimony? 

In my Rebuttal Testimony, I address adjustments that Staff Witness Ralph C. Smith 

recommends in his Direct Testimony. I also address several adjustments that Residential 

Utility Consumer Office (“RUCO.) witnesses Marylee Diaz Cortez and Rodney L. 

Moore propose in their Direct Testimonies. While I agree with some of the adjustments 

made, the majority of adjustments Staff and RUCO make are inappropriate and should 

not be accepted. Further, I provide ample justification for UNS Gas, Inc.‘s (“UNS Gas” 

or the “Company’*) proposals on these items in my Rebuttal Testimony in order to rebut 

these Staff and RUCO adjustments. In short, I believe the adoption of many of Staffs  

and RUCO’s adjustments is not supportable based on all of the evidence and documents 

in this case. 
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2- 

4. 

3. 

4. 

Q.  

A. 

REBUTTAL TO STAFF WlTNESS RALPH C. SMITH. 

Could you please summarize your view of the Direct Testimony filed by Mr. Ralph 

C. Smith on behalf of Staff? 

I disagree with several of the adjustments he makes in his Direct Testimony. 

A. Bad Debt Expense (Staff Adiustment C-3). 

Mr. Dukes, do you agree with the recommendation of Mr. Smith for Bad Debt 

Expense? 

Partially. Mr. Smith has basically used the Company’s bad debt expense calculation. 

The differences are attributable to Mr. Smith using the StafFs revenue adjustments for 

customer annualization and weather normalization as opposed to the Company’s. The 

Staffs adjustments are being opposed by Company’s rebuttal witness, D. Bentley 

Erdwurm, and for reasons stated in his Rebuttal Testimony the Company’s bad debt 

expense adjustment should be accepted without change. 

B. Remove Depreciation & Property Taxes for Construction Work in Progress 

I“CW1P”) (Staff Adiustment C-4). 

Do you agree with Mr. Smith’s adjustment to remove the Company’s proposed 

Depreciation and Property Tax adjustment for CWlP included in rate base? 

No. The adjustment is directly associated with the inclusion of CWJP in rate base as a 

plant item. Mr. Kentton C. Grant is the Company‘s witness in support of the inclusion of 

CWIP in rate base. Because CWIP should be included in rate base for the reasons Mr. 

Grant explains in his Rebuttal Testimony, the Company’s depreciation and property tax 

adjustment should not be adjusted as Mr. Smith proposes. 
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A. 

Q. 

A. 

Q. 

A. 

If the Commission chooses to exclude CWIP from rate base are there other 

adjustments to rate base that should be made? 

Yes. If the Commission disallows the inclusion of the CWIP balance that UNS Gas is 

requesting within rate base; then the customer advances directly related to projects within 

that CWIP balance should also be taken out as a reduction to rate base. There is 

$4,158,264 within the customer advances total that is directly related to projects 

contained in the CWIP balance as of the end of the test year. It  would not be proper to 

reduce rate base for advances that are directly for plant items that are not included within 

rate base. 

C. Geograph-; Information System (“GIS”) Expenditures (Staff Ac 

2 & C-5). 

,astments B- 

Do you agree with Mr. Smith’s recommendation to disallow the Company’s request 

to include GlS expenditures as a regulatory asset and to recover that asset through 

amortization? 

No. I do not. 

Can you give a quick overview of why the Company is requesting the inclusion of 

certain GIS expenditures within rate base? 

Yes. The Company is requesting the recovery of, and on, certain GIS expenditures 

(made in response to the directive of the Commission) that provide present and future 

benefits to customers. 

In 2002, the Commission’s Pipeline Safety Section Staff issued a directive to the Arizona 

Gas Division of Citizens Communications Company (“Citizens Gas’’) to complete the 
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Q.  

A.  

mapping of service lines. In August 2003, UniSource Energy Corporation (“UniSource”) 

purchased Citizens Gas assets, which then became part of UNS Gas. The Company 

initiated a project to locate and map into GPS all of the existing service lines in order to 

comply with the Commission directive. 

Initially, this project was classified as a capital project based on the information 

submitted to the accounting department at the time the project was being approved. 

However, in the final quarter of the test year the accounting department became aware of 

the misclassification and made an adjusting entry to properly classify expenditures as an 

expense per Generally Accepted Accounting Principles (“GAAP”). In December 2005, a 

correcting entry was made and $897,000 (pre-tax) of expenditures was expensed that had 

originally been capitalized. These changes all occurred during UNS Gas‘ test year in this 

case. 

Why didn’t the Company request an Accounting Order to defer the GIS 

expenditures in question? 

The appropriate time to request an accounting order would have been in 2003, prior to 

beginning the project. However, as I stated above, the Company initially believed this 

was a capital project and thus had no reason to request deferral treatment at that time. 

The accounting adjustment itself (from capital to expense) was not finalized until 

December 2005. Thus, the correction was made in the final month of the test year and 

impacted the operating income of the test year. 

Because the impact was within the test year, the Company believes the more appropriate 

action is to seek the requested treatment within a rate case. Thus, we have requested the 

Commission allow the Company to back the GIS expenditures out of the test year, record 
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4. 

0. 

4. 

them as a regulatory asset and allow recovery of the expense over the expected life of the 

rates. 

What were the reasons Mr. Smith provided for excluding the GIS expenditures 

from rate base? 

Mr. Smith states the following on pages 16 to 17 in his Direct Testimony: 

Based on a review of the Company’s October 3, 2005 memo and 
the supporting documentation provided by UNS Gas, Staff 
concludes that the deferred GlS costs requested by UNS Gas are 
not an appropriate rate base item, do not qualify as a “regulatory 
asset,” were not pre-approved for deferral by the Commission, are 
non-recumng costs that should have largely been expensed by the 
Company in periods prior to the 2005 test year, and the therefore 
are not appropriate to include in test year rate base. 

Do you agree with Mr. Smith’s assertion that the GIS costs are not an appropriate 

rate base item? 

No, 1 do not. Mr. Smith did not question the prudence of the expenditures or the benefits 

of GIS to customers. It was also pointed out by the Company’s witness, Gary A. Smith, 

that the Company incurred the GIS expenditures in response to a directive from the 

Commission‘s Pipeline Safety Section. 

Ultimately, the Commission has broad discretion to decide what types of expenditures 

merit rate base treatment. It is the Company‘s position that these particular expenditures 

represent a substantial one-time investment in the initial implementation of a system that 

provides benefits to its current and future customers. The Company believes that merits 

the Commission‘s consideration and ultimate approval of such treatment based on the 

circumstances as discussed above. 
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A .  

Q. 

A. 

Do you agree with Mr. Smith’s assertion that the GIS costs do not qualify as a 

regulatory asset? 

No, 1 do not. I first note that these expenditures are used and useful to insuring safe and 

reliable service to customers and result from directive from the Commission‘s Pipeline 

Safety Section. Ultimately the Commission has the discretion to decide that the GIS 

costs should be classified as a regulatory asset, and I believe they should be so 

determined because of the GIS costs nexus to directly providing safe and reliable natural 

gas service to customers. 

Do you agree with Mr. Smith’s assertion that because the Company did not request 

deferral treatment of the cost; they should not be allowed rate base treatment? 

No. As I mentioned previously, the Commission has broad discretion to consider the 

particular circumstances and merit of the Company’s request and to grant rate base 

treatment and recovery if found appropriate. We are requesting the Commission 

consider: 

1 .  That the project was started in 2003 as a capital investment and a correction of book 
accounting treatment dictated the expensing of the costs for GAAP purposes in 
December 2005; 

2. The magnitude of the Company’s investment relative to its accumulated earnings 
(7.6% or $897,068/$11,825,983); 

3. The benefits provided to present and hture customers as a result of the investment 
made by the Company; 

4. That the Company made this significant investment to meet the Commission’s 
directive issued to the predecessor company, Citizens Gas; and 

5 .  That if the Company is not granted recovery of the investment, customers will reap 
the benefits of a system and the investors will have borne the cost without recovery. 
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Q. 
A.  

D. Incentive Compensation (Staff Adiustment C-6). 

Mr. Dukes, can you briefly summarize Mr. Smith’s adjustment to test year 

Incentive Compensation? 

Yes. Mr. Smith has suggested an equal sharing of the costs associated with the 

Company‘s various employee incentive programs. Mr. Smith‘s primary reasoning for 

this sharing is that it strikes the balance between the benefits attained by both 

shareholders and customers. He also references a recent Commission Decision No. 

68487 (February 23, 2006) - the Southwest Gas Corporation (“SWG--) rate case - in 

which the Commission adopted such a recommendation for its management incentive 

plan. 

1. Performance Enhancement Plan (“PEP”). 

Do you agree with Mr. Smith’s adjustments related to the PEP? 

No, I do not. Mr. Smith’s suggested sharing of the PEP program cost is based on an 

assumption that the program is an additional cost to the customers and that the specific 

goals or targets of the program are the only benefits and somehow equally benefit 

shareholders and customers. I disagree with the assumption that the program is an 

additional cost. I believe the PEP program costs are actually a net savings to customers. 

I also believe the program provides a valuable management tool to promote increased 

earnings, to promote additional cost savings, to motivate individual employees, to 

encourage groups of employees to work together to impact specific goals, and to aid in 

the retention of the higher-performing employees. All of these are ultimately benefits 

passed on to customers. 
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A.  

The goals or targets of the current PEP program are also heavily weighted toward 

providing benefits to customers. The program uses financial performance measures 

weighted at 30%, operational cost containment weighted at 30% and customer service 

goals at 40%. J would argue that the potential benefits of the current program goals and 

objectives alone would merit a much greater sharing than 50150 based on an assumed 

benefit standard analysis. 

However, 1 assert that because the program actually reduces the ultimate cost passed on 

to customers in the form of reduced payroll and benefits cost; i t  should actually be 

irrelevant which of the goals provides the greater benefit to whom in deciding recovery. 

It is counter-intuitive to penalize the Company for using an employee program that 

reduces costs passed on to the customers, that promotes increased safety, increased 

customer service, the reduction of other costs and increases the financial soundness of the 

Company. The Company is not proposing any sharing of the benefits of the program. 

Please further explain the PEP and some of the benefits to customers, the Company 

and to employees. 

The overly-simplified description, “Incentive Compensation”, is a little misleading and 

not an entirely accurate caption for the PEP program. A more accurate description of that 

program would be “a portion of an individual‘s fair and reasonable compensation put at 

risk to encourage and enhance group and individual performance”. The “at risk 

compensation” portion is used on an individual basis to reward specific performance and 

provides management with an additional tool to encourage further cost savings, motivate 

individuals and to encourage employees to impact goals. 
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PEP is “at risk compensation.‘ because there are no guarantees to individual employees 

that payment will be made. The Company’s compensation philosophy is to pay at 

approximately 50% of market rate for its non-union employees. In benchmarking studies 

conducted by an outside consulting firm, non-union positions actual total average cash 

compensation (inclusive of incentives) was 8% below 50% of market (or at 42% of 

market) at UNS Gas. Therefore, the overall average PEP payouts are an integral part of 

the fair and reasonable compensation necessary to attract and retain employees. If the 

PEP program is eliminated, there would be considerable increased pressure on base 

compensation and it  would eventually have to be increased toward market to allow the 

Company to compete in attracting and retaining a skilled workforce. It  is not reasonable 

to assume that the Company would be able to continue to attract the best and brightest at 

compensation rates well below the market median. Furthermore, to stay competitive in 

attracting and retaining employees, the market is such that performance-based, lump sum 

cash awards are standard practice at 79% of companies today. So, StafPs 

recommendation will drive base compensation upward so that little to no compensation is 

“at-risk’.. 

From the Company’s and the customers’ perspectives, there are many advantages to 

using a program like PEP, rather than just paying median market wages as base 

compensation. The most direct savings result because PEP is not part of base 

compensation; therefore employee costs such as: vacation pay, sick pay, Iong term 

disability, 401 K matching, pension expense and other post-retirement benefits that are 

based on base pay are all reduced. There is the impact of reduced compounding wage 

increases that would be based on a higher base pay total. Consequently, there are the 

benefits produced from the specific goals tied to a portion of the employees’ 

compensation, which are the benefit of the Company having greater flexibility to 
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Q. 

A. 

distinguish among and reward high-performers, to attract and retain more talented 

employees, and to mitigate the costs of training new employees by retaining key ones. 

From the employee perspective, the proper mix of base wages and incentive pay has 

benefits. Individual employees are rewarded for contributing to the overall success of the 

organization and are allowed a way to directly participate in corporate success with a 

clear line of sight to goals. Employees can be acknowledged and rewarded for making a 

difference by exhibiting extra effort, working more hours on the job (for professionals not 

eligible for overtime pay), or supporting the program goals. Also, payment to individual 

non-union employees is discretionary, so talented and high-contributing employees can 

earn more through the program, which can be a motivating factor and can also lead to 

higher retention rates for more talented employees. 

In short, the PEP benefits the ratepayer because of the net savings to the customer, the 

incentives it provides to motivate employees towards better serving the customer, and 

helps to attract and retain the best employees. Therefore, I disagree with Mr. Smith and 

the Company maintains its position to recover the PEP costs in rates. 

2. Officer’s Long Term Incentive Program. 

Do you agree with Mr. Smith’s adjustments related to the Officer’s Long Term 

Incentive Program? 

No, I do not. Mr. Smith again simply applies an equal sharing of the cost methodology to 

this program and 1 disagree with the base assumptions behind such treatment. The costs 

at dispute here are primarily costs allocated to the Company from Tucson Electric Power 

Company (“TEP”) for Executive oversight of UNS Gas. 
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Q. 
A. 

These costs represent a portion of the Officers’ total compensation, but are an integral 

part of a competitive compensation program. TEP also has a target level for determining 

compensation levels for Officers that is determined by the Board of Directors (“Board”). 

The Board has set that target at approximately median to 75% of a peer group of 

publicly-traded companies. The peer group is reviewed periodically and includes 16 

electric and gas utility companies that are comparable to UniSource in terms of size as 

measured by annual revenues and market capitalization. The Board uses an outside 

consulting firm reporting directly to them to evaluate the compensation programs and 

levels, and to compare them to the peer group. The last study performed in October 2005 

showed that TEP‘s Executives’ total compensation program (including incentive 

programs) was 9% below that 75% mark of the peer group. 

I would argue that instead of taking the position that this portion of “Incentive 

Compensation” is some additional cost to be parsed out equally to rate payers and to 

shareholders alike, it should be looked at in the context of its intended purpose. That 

purpose is to be a portion of a fair and reasonable compensation program that is 

necessary to attract, motivate and retain highly-skilled executives. Staff has not 

presented any evidence to demonstrate that the compensation and benefit packages of the 

Officers of TEP and UNS Gas are not reasonable. No portion of that package should be 

reduced without evidence being presented contradicting the evidence being provided by 

the Company. 

3. Deferred Compensation Plan. 

Would you define the Deferred Compensation Plan as an Incentive Plan? 

No, I would not. 

Request 5.72: 

Below is an excerpt from the Company’s response to Staff Data 
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Q. 

A. 

Q. 
A 

Q- 

A. 

Uni Source Energy Corporation Management and Directors 
Deferred Compensation Plan (“Deferred Compensation Plan”’) 

The Deferred Compensation Plan allows participants (Directors, 
Officers and Managers) the opportunity to accumulate tax-deferred 
capital by allowing them to defer a portion of their pay on a pre-tax 
basis. 

The p in is a program allowing Officers, Directors and Managers to defer recognition of 

a portion of their compensation for tax purposes and for retirement planning. 

Do you agree with Mr. Smith’s adjustment to remove 50% of the Deferred 

Compensation Plan expenses allocated to UNS Gas? 

No, I do not. 

4. Supplemental Executive Retirement PI an (“S ERP”). 

Please describe the SERP program. 

SERP is a retirement program that allows Officers to have proportionately equivalent 

retirement benefits to all other eligible employees. The amount that Mr. Smith is 

recommending be disallowed primarily represents benefit cost allocated to UNS Gas 

from TEP. 

Do you agree with Mr. Smith’s adjustment to remove 100% of the SERP expenses 

allocated to UNSG? 

No, I do not. 1 recognize that Mr. Smith has at least partially relied upon Commission’s 

recent decision in the SWG rate case (Decision No. 68487) that disallowed the recovery 

of SERP expenses. However, a program like SERF should not be looked at in isolation 

nor should it  be assumed that all factors are equal and comparable across different 

utilities. The SERP program is a portion of the compensation and benefits package made 

available to UniSource Officers. The level of compensation, incentives and benefits are 

12 



i 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

all determined by the Board. 

determine if they are within the median to 75% range of TEP’s peer group. 

The Board continually monitors those programs to 

The reason a program like SERP is necessary is because of funding limits defined within 

the Internal Revenue Code. And those funding limits are set based on tax revenue 

collection needs, not on the point at which i t  is no longer fair to provide retirement 

benefits. They are not a guideline for how much is fair and reasonable as part of 

executive compensation. The evaluation of that should be the reasonableness of the 

compensation and benefit package as a whole. Below are the objectives of the 

compensation program for UniSource Executives: 

Obiectives of the Executive Compensation Program 

We base our executive compensation policies and decisions with 
respect to our Named Executives on the achievement of the 
following objectives: 
1 .  Attract, motivate and retain highly-skjlled executives; 
2. Link the delivery of compensation to the achievement of 
critical short- and long-term financial and strategic objectives, 
creation of shareholder value and provision of safe, reliable and 
economically available electric service; 
3. Align the interests of management with those of our 
stakeholders and encourage management to think and act like 
owners, taking into account the interests of the public that the 
Company serves; 
4. Maximize the financial efficiency of the program to avoid 
unnecessary tax, accounting and cash flow costs; and 
5. Encourage management to achieve outstanding results 
through appropriate means by delivering compensation in a 
manner consistent with established and emerging corporate 
governance best practices. 

The goals listed above define the structure of the plan, are proper and are in the best 

interest of both the Company and its customers. UNS Gas designed the plan so that it is 

competitive and fair to all parties. I further believe the plan has been effective in 
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Q- 

A. 

Q- 

A. 

Q. 
A.  

achieving optimal results for its customers as far as providing safe and reliable service, as 

well as being cost effective. The Board continually monitors these issues and hires 

outside consulting firms to help them evaluate these issues. 1 have provided substantial 

evidence in my Direct Testimony and here justifying these costs as related to providing 

service to UNS Gas customers. By contrast, Staff has not presented any evidence to 

demonstrate that the compensation and benefit packages of the Officers of UNS Gas are 

imprudent or not reasonable. So, I believe that SERP expense should not be reduced in 

this proceeding. 

E. Emergency Bill Assistance (Staff Adiustment C-7). 

Mr. Dukes, do you agree with the recommendation of Mr. Smith regarding 

Emergency Bill Assistance expense? 

Yes. Those expenses for emergency bill expense are more properly reflected in base 

rates and not in the Demand Side Management program fknding. 

F. Nonrecurring Severance Payment Expense (Staff Adiustment C-8). 

Mr. Dukes, do you agree with Mr. Smith’s adjustment for Nonrecurring Severance 

Payment Expense? 

No. 1 agree that in the Company’s original payroll annualization adjustment an error was 

made related to the Nonrecurring Severance Payment “Credit”. 

Why did you refer to it as a “Credit” instead of as an expense? 

In 2004, an employee was severed from UNS Gas and as part of the severance was 

provided a payment in the amount of $52,387.56 (pre-tax) to be paid in 2005. That 

severance payment was “accrued” in December 2004 as an expense of UNS Gas and as a 

payable. So, it  impacted the 2004 income statement. In January 2005, the accrual of the 
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Q. 
A. 

expense in 2004 was reversed. So a “Credit” was posted to payroll expense of UNS Gas 

in 2005 for ($52,387.56) and the payable accrued was eliminated. It is normal 

accounting practice to reverse accruals in the following month when the actual 

transaction is expected to be processed through a system such as accounts payables or 

payroll. 

In this case, the check was issued through payroll but did not hit the books of UNS Gas, 

but instead actually hit the books of TEP. Because this error was so small, it was not 

found until the rate case was being prepared. So there was never an offsetting expense 

posted in 2005 to UNS Gas. What this means is that the payroll expense of 2005 was 

understated by $52,387.56. To put it  another way, operating income was overstated by 

$52,387.56. 

What was the error in the Company’s filed payroll annualization adjustment? 

The payroll annualization adjustment proposed by the Company took test-year end 

employee levels and wages and annualized them to come up with the proper level of 

payroll expense to be included in the revenue requirement in this proceeding. Mr. Smith 

is not objecting to our calculation of non-overtime regular annualized payroll expense. 

Therefore, the annualized payroll expense is the level that we believe should be included 

in revenue requirements. However, the original adjustment by the Company subtracted 

the test-year non-overtime regular payroll expense after adding back the $52,387.56 

severance expense. And by doing so, the Company understated the non-overtime regular 

payroll expense to be included in revenue requirement by $52,387.56. Below is a simple 

illustration of my point based on the numbers as originally filed by UNS Gas. 
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rtual Test Year Severance 
Wages Add-Back 

$5,095,757 $52,388 
Add Proposed Adj. 
to Test Year Actuals $324,786 
Amount Currently 
lnciuded in $5,420.543 
Company‘s Originally 
Filed Revenue 

As shown above, the Company’s original filed adjustment resulted in a revenue 

requirement that was $52,387.56 ($5,420,543 - $5,472,93 I )  less than the annualized non- 

overtime regular payroll expense the Company calculated and not opposed by Staff or 

RUCO. 

How would Mr. Smith’s proposed adjustment to remove the Nonrecurring 

Severance Payment Expense impact the revenue requirements? 

I t  would further reduce the non-overtime regular annualized payroll expense being 

included in the Company’s revenue requirements. In other words, if you accept his 

additional adjustment the revenue requirement would include $5,368,155 (pre-tax) of 

non-overtime regular annualized payroll expense, instead of the $5,472,93 1 (pre-tax). 

That would result in the Company having payroll expense set at $1 04,776 (pre-tax) below 

the annualized level it should be allowed to recover. 
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G. Overtime Payroll Expense (Staff Adiustment C-9). 

Do you agree with Mr. Smith’s adjustment to the Company’s proposed annualized 

overtime payroll expense? 

Yes. 

reflective of the expected overtime levels that should be included in rates. 

Upon review of the proposed adjustment by Mr. Smith, I believe it is more 

H, Nonrecurring FERC Rate Case Legal Expenses (Staff Adiustment C-1 I). 

Do you agree with Mr. Smith’s adjustment to the Company’s legal expense? 

No, I do not. The specific rate case and its associated expenses referenced by Mr. Smith 

(El Paso Natural Gas) is, in fact, still an ongoing case. The Company had expenses 

throughout 2006 and into 2007 for continued legal support for the case and settlement. A 

host of additional issues not settled in the case require on-going FERC legal expenses. 

As further indication of the on-going nature of these legal expenses, in 2006 

Transwestern Pipeline filed a rate case and we expect El Paso Natural Gas to file for 

increased operational restrictions in mid 2007 which will need to be litigated at FERC. 

Obviously, it does not make sense to exclude all legal expenses as non-recurring because 

the individual cases are not repeated year after year. The Company always incurs legal 

expenses each year as part of doing business. The objective should be to set legal 

expenses at a just and reasonable level that is reflective of how much is likely to be 

incurred annually. So, customers do not pay more than they should and the shareholders 

recover their cost. 

In this particular case, I believe Mr. Smith’s adjustment to test year legal expense to 

exclude $31 1,051 (pretax) would set the level of legal expense in the Company‘s 

revenue requirements well below an expected recurring level. That would leave legal 
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expense in revenue requirements at only $ 1  77,329 (pre-tax), when actual incurred legal 

expenses were $373,174 in 2004, $488,380 in 2005 and $425,540 in 2006. Clearly, 

$1 77,329 does not reflect a reasonable level of legal expense annually. 

Do you have a suggested alternative adjustment to test-year legal expenses different 

than your Direct Testimony? 

Yes, 1 do. 1 now recommend that the two-year average of 2004 and 2005 be used; which 

would be $430,777 (pre-tax). This amount is based on fixed, known and measurable 

expense levels and is clearly more indicative of actual recumng cost. That would equate 

to a reduction in the Company’s original request of $57,603 (pre-tax). 

I. Worker’s Compensation Expense (Staff Adiustment C-13). 

Do you agree with Mr. Smith’s adjustment for Worker’s Compensation Expense? 

Yes. 

J. Membership and Industry Association Dues (Staff Adiustment C-14). 

Do you agree with Mr. Smith’s adjustment for Membership and Industry 

Association Dues? 

Partially. 1 do agree that a portion of the American Gas Association (“AGA”) dues 

should have been excluded from the revenue requirement and 1 am not opposing the other 

exclusions proposed by Mr. Smith of $1 0,126 (pre-tax) related to payments made to other 

organizations. However, I believe the appropriate exclusion of the AGA dues should 

only be for the portions related to lobbying and marketing. J obtained those percentages 

from the AGA based on the AGA’s 2007 budget and they were 2% and 1.39% 

respectively. That is just slightly less than the amounts used by RUCO in their 
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adjustment to reduce AGA dues. 

revenue requirements. 

I am including RUCO’s adjustment in my revised 

K. Fleet Fuel Expense (Staff Adiustment C-15). 

Do you agree with Mr. Smith’s adjustment to Fleet Fuel Expense? 

1 agree with part of his adjustment. I agree that it should be updated to reflect the most 

recent market cost of fuel and a portion of that increase should be allocated to 

construction. But the most recent prices that UNS Gas actually has paid is a more 

accurate determinant of actual fuel prices than relying on ArizonaGasPrices.com. It is 

more appropriate to reflect the cost that is most representative of the service territory in 

which the gas is used. 

During the months of November 2006 through January 2007, the Company’s average 

fuel cost per gallon of fuel was $2.48. If you update Mr. Smith’s adjustment with the fuel 

cost recently incurred by UNS Gas, the additional fuel cost needed would be $61,069 

(pre-tax). Overall, UNS Gas’ request now reflects a $12,657 (pre-tax) reduction to its 

original filed adjustment. 

L. Postage Expense (Staff Adiustment C-161. 

Do you agree with Mr. Smith’s adjustment to Postage Expense? 

No. First, Mr. Smith starts with actual book postage expense of $386,673 (pre-tax), 

which is understated by a prior period adjustment that was made during the test year to 

correct the pre-paid postage account. Prior to 2005, the Company had not been using a 

pre-paid postage account. When payments were made to the Postmaster to place a 

balance on the account associated with our postage meters, i t  was immediately expensed. 

This led to the 2003 balance sheet being understated by $99,668 in 2003 for postage paid 
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for but not yet used. As of December 31, 2004, the postage paid but not yet used had 

dropped to $58,498 for a net decrease of $41,170. That meant that we used that portion 

of the postage dollars that had been prepaid and this amount should have been recorded 

as an expense in 2004. In 2005, the Company paid $452,798 to the postmaster and at the 

end of the year there was a $66,125 balance on the postage meters as paid postage but not 

yet used. That means that we.increased the pre-paid postage level by $7,627 ($66,125 - 

$58,498). This then means that the actual postage expense for 2005 would be the 

$452,798 that we paid, less the $7,627 that we didn’t use, or $445,171 in test-year 

postage expense. 

So, $445,171 should be Mr. Smith’s starting point, which when applied within Mr. 

Smith’s adjustment calculation would result in pro forma postage expense of $476,960. 

This is more accurate than his proposed amount of $414,285, but is still not completely 

reflective of the normal and recurring level of postage expenses. This is the reason that 

the Company used a two-year average in the pro forma adjustment to posted expense 

Postage expense is not just dependent on customer count; it is also dependent upon the 

number of additional notices mailed, the weight of specific bill inserts, and other 

additional factors that affect the actual cost. The postage expense for 2006 - a known 

and measurable amount - was $553,648. This is $139,362 more than the Mr. Smith’s 

suggested level. That is why I believe that the Company’s proposed pro forma postage 

expense of $529,380 is the proper and reasonable amount of expense to include in the 

revenue requirement. 

20 



I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

4 

5 

6 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Q. 

4. 

What about Staffs assertion in response to UNSG Data Request No. 2-9 that the 

$66,125 of postage expense is not a test-year expense? 

It is partially correct. Only $58,498 of it is related to actual test year expense. The 

$66,125 was an adjustment made during the test year to correct the prepaid postage 

account balance at December 3 1,2005. As 1 explained above, the $66,125 represents the 

cash balance on the postage meters at the end of the test year. So it  is properly accounted 

for as a rate base item within prepaid assets. And as I also describe above, there was no 

prepaid postage recorded on the balance sheet of UNS Gas as of December 31, 2004 for 

the $58,498 cash balance on the postage meters. So $58,498 was booked in 2005 as a 

credit to expense (even though it had nothing to do with 2005 expenses) and is related to 

prior periods, and $7,627 is credited to expense to reflect the increase in the postage 

meter balances within 2005. So test-year postage expense is $445,171 ($452,798 cash 

paid in 2005 and originally booked to expense, less $7,627 increase in the postage meter 

balance credited to expense) and the income statement onIy reflected expense of 

$386,673 because of the $58,498 credit related to a prior period (2004). 

This situation is no different than if the Company received an invoice from the Postal 

Service saying we under-paid our account by $58,000 in 2003 and 2004. In that scenario, 

we would record a credit to cash and a debit to postage expense in 2005. Mr. Smith 

would have reviewed the invoice and said that test-year postage expense is overstated by 

$58,000 that is related to prior periods, and would have proposed an adjustment to 

remove it  from test year expense. This is just the opposite and 1 am saying that if you are 

starting with test year expense, you must adjust it for the prior period impact. In addition, 

the prepaid balance in rate base is the amount of cash as of December 3 1 ,  2005 that the 

Company has prepaid to the Post Office and is also properly reflected as well. 
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Q. 

4. 

REBUTTAL TO RUCO WITNESS MARYLEE DlAZ CORTEZ. 

A. GIS Expenditures (RUCO Rate Base Adiustment 5 & Income Statement 

Adiustment 12). 

Do you agree with Ms. Diaz Cortez’s recommendation to disallow the Company’s 

request to include GIS expenditures as a regulatory asset and to recover that asset 

through amortization? 

No. 1 provide numerous reasons earlier in my Rebuttal Testimony why 1 believe the 

Commission should allow the Company to recover these expenditures as requested. Ms. 

Diaz Cortez appears to not be questioning the benefits to the customers or the prudence 

of the expenditures, but is merely arguing that we did not get pre-approval to defer the 

cost. As 1 described earlier, there were extenuating circumstances that led to that 

outcome, we are asking the Commission to approve our request for ratemaking treatment. 

1 also disagree with Ms. Diaz Cortez’s assertion that the Company has already recovered 

the GIS expenditures. First, it contradicts her own argument that the Company has 

deferred the cost for regulatory purposes without Commission approval- If we deferred 

the cost then we didn’t recover it. 

It is also an incomplete description of the circumstances. UNS Gas’ last rate adjustment 

occurred in 2003 - to recover recumng expense levels based on a 2001 test year. The 

GIS expenditures were not anticipated at that time and so they were not included in the 

revenue requirement. But as I explained above, the GIS expenditures resulted directly 

from the Commission’s Pipeline Safety Section. These costs occurred outside of the 

normal range or recum’ng expense and were not contemplated in the rate structure that is 

in effect. The Company has not recovered the GlS expenditures and will not recover 
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them simply by expensing them within the GAAP books of the Company. If it could 

recover these costs by expensing them, then it would not have needed an accounting 

order. 

Even if the Company had known in 2003 that t would end up expensing these costs - 

and asked for and received an accounting order allowing deferral of the expenditures for 

ratemaking purposes - the expenditures would still have been expenses for GAAP 

purposes. Without specific language in the accounting order saying that the Company 

would be allowed to recover the cost in the next rate case, GAAP would have required 

the Company to expense these costs. 

It is not uncommon to have differing treatment of expenses for GAAP purposes and for 

ratemaking purposes. For example, in many electric cases, the overhaul cost for a turbine 

or boiler will be smoothed or amortized over an expected recurring cycle period. For 

GAAP purposes, those expenses will be recorded as incurred. 

In addition, on Page 14 (lines 3-4) of her Direct Testimony, Ms. Diaz Cortez states that 

the Company’s book net income was greater than $10.5 million in the test year. This is 

incorrect. The Company‘s operating income was over $10.5 million. Net income was 

actually just over $5 million for a return on ending equity of only 6.32%. 

B. Fleet Fuel Expense (RUCO Income Statement Adiustment 13). 

Do you agree with Ms. Diaz Cortez’s Fleet Fuel Expense adjustment? 

No, I do not. Ms. Diaz Cortez has taken a different approach than the Company or Mr. 

Smith. If I substitute the more recent cost per gallon of $2.48 actually incurred by the 

Company - that I discuss earlier in responding to Mr. Smith’s adjustment to fleet fuel 
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expense - and recalculate Ms. Diaz Cortez‘s adjustment, the pro forma is then a reduction 

to the Company‘s original adjustment of $41,079 (pre-tax)- I believe that Mr. Smith’s 

methodology is more appropriate once the fuel cost is updated. I have reflected a 

$1 2,657 reduction in my updated revenue requirement. 

C. Corporate Cost Allocations (RUCO Income Statement Adiustment 16). 

Do you agree with Ms. Diaz Cortez’s adjustment to reduce Corporate Cost 

Allocations? 

Yes. Ms. Diaz Cortez discovered some additional non-recurring charges related to the 

attempted merger and has correctly proposed the removal of these costs. 

D. Bad Debts - Uncollectibles (RUCO Income Statement Adiustment 17). 

Do you agree with Ms. Diaz Cortez’s adjustment to reduce the Company’s proposed 

Bad Debt Expense? 

No. Ms. Diaz Cortez argues that the Company has overstated the pro forma bad debt 

expense because an historical write-off percentage was applied to adjusted test year 

revenue that included Griffith plant revenue and NSP customer revenue. Both of these 

revenues were excluded from the revenue requirement. Ms. Diaz Cortez went on to 

calculate a new pro forma bad debt expense by applying the Company’s calculated write- 

off percentage to adjusted test-year revenue that excluded Griffith plant revenue and NSP 

customer revenues. The problem with this approach is that the Company’s write-off 

percentage was calculated by dividing actual write-offs by actual revenues, that include 

NSP and Griffith plant revenues. Therefore, her adjustment understates the pro forma 

bad debt expense by applying an inconsistent rate. 
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E. CWIP Property Taxes (RUCO lncome Statement Adiustment No 18). 

Do you agree with Ms. Diaz Cortez’s adjustment to reduce the Company’s proposed 

Property Tax adjustment for CWlP included in rate base? 

No. The adjustment is directly associated with the inclusion of CWJP in rate base as a 

plant item. Mr. Kentton C. Grant is the Company’s witness in support of the inclusion of 

CWJP in rate base. Because CWlP should be included in rate base for the reasons Mr. 

Grant explains in his Rebuttal Testimony, the Company’s property tax adjustment should 

not be adjusted as Ms. Diaz Cortez proposes. 

F. Out-Of-Period Expenses (RUCO Income Statement Adiustment 19). 

Do you agree with Ms. Diaz Cortez’s adjustment for Out-of-Period Expenses? 

Partially. Ms. Diaz Cortez identified some PriceWaterhouseCoopers (“PWC”) invoices 

in test year expense that were for prior-period services. Accordingly, those should be 

removed from the test-year revenue requirement. However, her analysis was not 

symmetrical. Before 2006, PWC invoices for audit services were not accrued; they were 

progress-billed on a quarterly basis and were not materially different from year to year. 

Ms. Diaz Cortez is proposing to reduce test-year expenses for invoices expensed in 2005 

for services provided in 2004. However, there are also invoices expensed in 2006 for 

services provide in 2005. These expenses are actually greater than the ones currently in 

the test year and would increase pro forma test-year expenses. The Company 

recommends RUCO’s adjustment be rejected. 
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G. L e ~ a l  Expenses (RUCO Income Statement Adiustment 20). 

Do you agree with Ms. Diaz Cortez’s adjustment to test year Legal Expenses? 

No, I do not. Ms+ Diaz Cortez has made the same adjustment as Mr. Smith, which is to 

exclude the legal cost related to a FERC proceeding in the amount of $31 1,051 (pre-tax). 

As 1 discussed earlier, legal expenses paid to outside council are non-recurring on a case- 

by-case basis from year to year. However, there is a recurring level of necessary expense 

that must be buiIt into revenue requirements to provide reasonable assurance of 

recovering recurring costs. As I mentioned earlier in my Rebuttal Testimony, we propose 

an amount based on the two-year average, reducing the Company’s proposed test-year 

expense by $57,603 (pre-tax). 

REBUTTAL TO RUCO WITNESS RODNEY L. MOORE. 

A. Worker’s Compensation (RUCO Income Statement Adiustment 1). 

Do you agree with Mr. Moore’s adjustment to Worker’s Compensation? 

Yes. 

B. Incentive Compensation (RUCO Income Statement Adiustment 2). 

Do you agree with Mr. Moore’s adjustment to Incentive Compensation? 

No, I do not. 

Can you summarize Mr. Moore’s reasoning for excluding Incentive Compensation? 

Yes. Mr. Moore argues that the goals and objectives of the 2004 and 2005 PEP program 

were designed to provide a greater benefit to stockholders, that the 2005 payout was 

based on an arbitrary decision made by the Board, that the 2005 award is non-recumhg 
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and that he believes the program is discriminatory and only applies to a select group of 

non -uni on employees. 

Do you agree with any of the assertions that Mr. Moore makes concerning the 

Company’s PEP plan? 

No, and I will list the reasons. First, as I discussed earlier in response to Mr. Smith’s 

Direct Testimony on PEP, I believe that the program actually saves the customers money 

in multiple ways even before the goals and objectives of the plan are taken into account. 

Second, the goals and objectives of the current plan are heavily weighted to the benefit of 

the customers. Furthermore, financial performance goals also strongly benefit customers. 

Even though the State of Arizona uses an historical test year to set rates, rates are set 

prospectively and the current PEP plan is what should be the basis for evaluation. Third, 

the 2005 award was not an arbitrary award approved by the Board, but was based on the 

remaining goals and objectives of the 2005 PEP that were achieved and not related to 

financial performance. The financial goal was missed primarily as a result of an 

unplanned outage at Springerville. This award was paid to real employees and was based 

on real efforts and real results they achieved. Fourth, the program applies to “all“ non- 

union employees and I am concerned by Mr. Moore’s use of the word discriminatory to 

describe the program. That word carries a negative connotation and could easily be 

misunderstood taken out of proper context. The Company would like to implement a 

PEP program for the union employees. But, their wages are collectively bargained and to 

date, the Union has rejected any proposals to put any portion of their fair-wage 

compensation “At Risk”. The Union also has issues with any program that rewards 

employees in the same positions at differing rates based on their individual performance. 

27 



2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

4 

5 

6 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Q- 
A .  

Q- 
A. 

C. Postage Expense (RUCO Income Statement Adiustment 41. 

Do you agree with Mr. Moore’s adjustment to postage expense? 

No, 1 do not. Mr. Moore starts his calculation with test-year expense, similar to Mr. 

Smith, but inadvertently starts with only part of the test-year book expense. Also, as I 

describe in detail above in my rebuttal of Mr. Smith, the test-year book expense was 

understated by a prior-period credit and thus would need to be adjusted to $445,171 for 

this method to come up with an answer reflective of the recurring postage expense level. 

If T substitute this amount into Mr. Moore’s calculation, I end up calculating a pro forma 

postage expense of $477,980. This is more accurate than his original calculation of 

$394,696, but is still not completely reflective of the normal and recurring level of 

postage expense. That is why I used a two-year average. As I discuss above, postage 

expense is not just dependent on customer count, but is also dependent on the number of 

additional notices mailed, weight of specific bill inserts, and a number of other additional 

matters that affect the actual cost. The postage expense for 2006 was $553,648. This is 

$1 58,952 more than the suggested level proposed by Mr. Moore. That is why I believe 

that the Company’s proposed pro forma postage expense of $529,380 is the proper 

amount to be included in the revenue requirement 

D. Customer Service Costs (RUCO Income Statement Adiustment 5). 

Do you agree with Mr. Moore’s adjustment to Customer Service Costs? 

No, I do not. 
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Why did the Company transfer its call center functions over to a consolidated call 

center at TEP? 

First, UNS Gas did not have a call center. The Company had various phone numbers for 

various locations within the Northern Arizona operation centers, and a handful of part- 

time customer representatives. Those customer representatives were limited by only 

having a few dedicated phone lines, no interactive voice response system (“IVR”), 

limited business hours (due to the limited staffing levels), limited back-up, and were not 

positioned to provide adequate customer service to a customer base of over 130,000 that 

is growing rapidly. 

Basically, the system could not continue as it  was configured and would ha re required a 

significant investment in new systems, phone lines, personnel, facilities and increased 

staffing and supervision levels to provide adequate customer service. The solution that 

made the most sense was to transfer the responsibilities to the TEP call center and take 

advantage of only paying a portion of the fixed cost for a system related to what is used 

rather than making all of the investment by UNS Gas. 

Have costs and service levels changed? 

Yes. Costs in total have increased, but they would have had to increase. Otherwise, there 

would have been no system and very limited service levels. Service levels have 

improved significantly and call volume has almost doubled with the increased phone 

lines and representatives available to answer calls. 

UniSource now has a consolidated Enterprise call center supporting UNS Gas, UNS 

Electric, Jnc. and TEP. AI1 share in paying the significant cost of supporting this center 

based on proportional usage. Previously, calls from UNS Gas customers were handled in 
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each remote location, by a handful of employees picking up incoming calls in addition to 

other duties. The Company has made significant strides to improve customer service, 

including: 

97% increase in calls handled from UniSource Energy Services, Inc. (“UES”); 

8.5 hours per day of coverage being expanded to 12 hours per day; 

An IVR capability being added; 

An assisted credit card payment option being added; 

Dedicated Customer Service Representatives being added; 

237 trunk lines that are now available; 

One phone number for both gas and electric inquiries and for customers in 

Mohave and Santa Cruz Counties; and 

Call volume tracking is now available 

So Mr. Moore is incorrect when he states that the same level of service exists today as in 

the pre-consolidation of the call center. 

UniSource chose to integrate the call center function because of the investment and 

technology already in place at the existing Tucson call center facility, rather than 

duplicate a call center elsewhere. Any new investment in additional staff and technology 

equipment required to provide the above service levels would have been even more 

significant proportionately to UES than the existing allocation of costs. 

The decision to use existing TEP systems and resources across a larger customer base 

resulted in more efficient use of existing assets and a lower combined cost of service to 

all UNS Gas customers, while providing a remarkable increase in service levels for UES 

customers and avoiding significant additional and duplicative investment at UES. 
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E. Unnecessary Expenses (RUCO Income Statement Adiustment 6). 

Do you agree with Mr. Moore’s adjustment for Unnecessary Expenses? 

In general, I do not. There are $10,126 of cost within Mr. Moore’s list that were also 

identified by Staffs witness Mr. Smith that 1 previously agreed to exclude from revenue 

requirements. However, Gary A. Smith will discuss the remaining expenditures that Mr. 

Moore is seeking to exclude as “Inappropriate” and “Unnecessary” in his Rebuttal 

Testimony. I would, however, like to comment on the proposed adjustment itself. Mr. 

Moore makes reference to UNS Gas- response to RUCO Data Request No. 4.01, which 

requested that the Company provide sufficient documentation for these expenses, which 

meet the ‘necessary for the provisioning of gas service’ criteria for inclusion in test-year 

operating expenses. 

While this is a technically valid request, there has to be some consideration as to how this 

type of review is done and the cost versus benefit of such an analysis, from a 

reasonableness standard. 

The original request included a list of 2,168 individual charges. Of those charges, 

approximately 65% were less than $50 and another approximate 25% were between $51 

and $200. So about 90% of his request was to provide an explanation and documentation 

to support approximately 2,000 charges of $200 or less. Basically, Mr. Moore compiled 

a list of charges based on the vendor names that appeared to be a restaurant, hotel, store 

or airline. I cannot think of - and RUCO does not offer - any support for justifying its 

adjustment being in accordance with a reasonable professional standard or common 

practice. To ask the Company to justify over 1,400 transactions under $50 is an overly 

burdensome task that takes thousands of man-hours and costs a significant amount of 
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money. Furthermore, the types of charges he is attempting to exclude are reviewed by 

the personnel's immediate supervisor and numerous controls are in place to ensure that 

they are valid charges incurred in the course of providing gas service to customers. 

Reviewing the policies, the controls and testing those items seems like a cost-effective 

and reasonable starting point; before asking for documentation of over 1,400 invoices of 

$50 or less. 

In responding to Mr. Moore's Data Request No. 4.01, I provided documentation for all 

advertising charges and all charges of $1,000 or more. Of the charges of $1,000 or more, 

Mr. Moore is proposing to exclude $28,131.04. Further, $24,288.27 out of the remaining 

$197,394 Mr. Moore recommends exclusion of are charges comprised as an error in his 

computation because he used total invoice amount instead of the amount charged to UNS 

Gas. The remaining amount is for charges the Company did not provide documentation 

for, because it would have cost about $75,000 based on the fdly-loaded compensation 

levels for the personnel involved in undergoing such a process. So that is why 1 stated 

that by no reasonable professional standard should this be an acceptable method of 

compiIing an adjustment and should not be allowed in this case. The fact is that meals 

and expenses such as the ones RUCO seeks to exclude are a typical and necessary part of 

doing business as Mr. Gary A. Smith explains in his Rebuttal Testimony. We would urge 

RUCO to set a reahtic materiality level for its future requests. 
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Q.  
4. 

F. Rate Case Expense (RUCO lncome Statement Adiustment 8). 

Do you agree with Mr. Moore’s adjustment for Rate Case Expense? 

No. Mr. Moore attempts to compare the UNS Gas rate case cost to SWG‘s most recent 

rate case and implies that SWG and UNS Gas are comparable companies. That 

assumption is flawed. 

SWG has operations in Arizona, Nevada and southern California. SWG indirectly 

allocates its shared services to its Arizona operations based on a Massachusetts Formula. 

By contrast, TEP is a completely separate regulated utility. TEP directly allocates 

charges to UNS Gas for only the shared services that UNS Gas uses based on actual 

hours of services rendered. 
\ 

For example, the SWG’s Arizona operations gets approximately 55% of all shared 

service cost from “Corporate” whether they use it or not. In essence, the Arizona 

division has 50% of the accounting department, 50% of the plant accounting department, 

50% of the ratedpricing department, 50% of the legal department, 50% of the payables 

department, 50% of the budgeting, etc. UNS Gas has none of these departments but 

instead is charged for resources actually used from TEP. 

This is apparent looking at RUCO’s response to the Company‘s Data Request No. UNSG 

I-30d. In that response, RUCO states that SWG‘s allocated labor cost to its Arizona 

operations was 6.38% of total operating cost (excluding gas cost) and UNS Gas allocated 

labor cost was 1.75% of total operating cost (excluding gas cost). 
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Q. 
A. 

Q. 
A. 

What have the direct allocations been to UNS Gas from TEP for shared serviees? 

The direct allocations to UNS Gas from TEP for shared services (labor & burdens) were 

$863,254 in 2004, $965,823 in 2005, and $1,436,789 in 2006. The 2006 amount is 

inflated by the rate case expenses that equaled $476,602 in 2006 and were deferred as a 

regulatory asset; which left the remainder of normal activity at $960,187. This is 

equivalent to 2005 levels. 

What does all of that mean? 

It means that SWG has these support services for doing a rate case built into their base 

rates and UNS Gas simply does not. 

Do you have any other comments regarding rate case expense? 

Yes, as of the end of February 2007, the rate case deferral account had a balance of 

$786,556. This is $186,556 more than we had originally forecasted for this case. And 

since the case has hearings and an additional round of testimony remaining, it is possible 

that balance may reach $900,000, which is $300,000 more than we originally budgeted. 

What do you believe are the primary reasons causing the budget overage? 

I see two primary drivers: 

The organization going through the first rate case for UNS Gas and thus having to 

research and address all issues for the first time; and 

The volume, complexity and magnitude of data requests received from Staff, RUCO 

and other Intervenors, which was probably also as a result of this being the first rate 

case for UNS Gas. For example, in SWG’s most recent, case it  received a total of 

285 data request questions with 206 sub-parts. UNS Gas received 605 questions with 
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Q. 

A. 

Q- 
A. 

Q. 
A. 

440 sub-parts. 

received. 

That is more than two times the number of requests that SWG 

Do you believe that UNS Gas should be allowed to collect all of these rate case 

expenses? 

Most definitely. These are legitimate outside service costs incurred in the process of 

preparing and defending the UNS Gas rate case. In this particular instance, it will 

amount to about $300,000 being built into base rates for rate case expense. Even if you 

assume that 100% of that cost allocated from TEP that would only bring UNS Gas’ 

allocated cost up to 2.5% total operating cost (excluding gas cost), that is still well below 

the SWG level 6.38%. The UNS Gas adjustment is basically adding an incremental 

amount to base rates for rate making support based on actual usage, versus just simply 

allocating portions of departments and charging them to UNS Gas whether they are used 

or not. 

G. AGA Dues (RUCO Income Statement Adiustment 9). 

Do you agree with Mr. Moore’s adjustment for AGA dues? 

1 have accepted Mr. Moore’s adjustment to AGA dues. 

H. Non-Recurrin~/At~pical Expenses (RUCO Income Statement Adiustment 

10). 

Do you agree with Mr. Moore’s adjustment for Non-Recurring/Atypical Expenses? 

No, I do not. Mr. Moore is excluding certain training costs that were incurred during the 

year as non-recurring. These will be more specifically talked about in Company’s 

witness Gary A. Smith‘s Rebuttal Testimony. But the Company is highly regulated, 

growing rapidly and continually adding new employees. So training is an on-going and 

35 



c 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 
1 - 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

primarily mandated process for the Company. Training costs will very Iikely continue to 

increase for the foreseeable future and removing any of these costs from the test year 

would not be appropriate. 

1. SERP (RUCO Income Statement Adiustment 11). 

Do you agree with Mr. Moore’s adjustment for SERP? 

No. 

Testimony on this subject. 

I provide justification for SERP expenses in response to Mr. Smith’s Direct 

Does that conclude your Rebuttal Testimony? 

Yes. 

36 



EXHIBIT 

DJD-1 
\ 



P E  

L 
a, 
._ P 
m m ._ 
Y 

L 
w 
.- P 
v) 

E 

- 
m 
0 

I 



- 
u) 
Y a, 
n 3 

u) 

Y 

0' 1 

t t c-- 
1 9  p 0 0 

0 0 

N W 

r. N. 0. 

$I m 

i 

L 
m P 

m e 
b- - 

__ 

i 

I 

W N 

2 
r. 

' I 

E 
- s 
01 
.- 
c 
P 
a 
0 

3 
K $ 1  

0 o 
3 



- 
" a, 
Y 3 

0 

1 i 

i y  1 %  
I o '  

t m 
._ " 
Y 
.- 0 O D  

I i- 

8" r- In - 
I 
I 

I 

I t c 

I 

N N 

u, N 
9 

- 

t 

I 

-+ 
g i  
3 
IY 
E- 

E 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

BEFORE THE ARIZONA CORPORATION COMMISSION 

COMMISSIONERS 
MIKE GLEASON- CHAIRMAN 
WILLIAM A. MUNDELL 

KRISTIN K. MAYES 
GARY PIERCE 

JEFF HATCH-MILLER 

IN THE MATTER OF THE APPLICATION OF 
UNS GAS, INC. FOR THE ESTABLISHMENT 
OF JUST AND REASONABLE RATES AND 
CHARGES DESIGNED TO REALIZE A 
REASONABLE RATE OF RETURN ON THE 
FAIR VALUE OF THE PROPERTIES OF UNS 
GAS, INC. DEVOTED TO ITS OPERATIONS 
THROUGHOUT THE STATE OF ARIZONA. 

IN THE MATTER OF THE APPLICATION OF 
W S  GAS, INC. TO REVIEW AND REVISE ITS 
PURCHASE GAS ADJUSTOR. 

IN THE MATTER OF THE INQUIRY INTO THE 
PRUDENCE OF THE GAS PRGCLT?MEFJT 
PRACTICES OF UNS GAS, INC. 

) DOCKET NO. G-04204A-06-0463 
1 
1 
1 
1 
1 
) 
1 

-1 
1 DOCKET NO. G-04204A-06-00 13 
1 
1 
1 
1 DOCKET NO. G-04204A-05-083 1 
f 
1 
1 
1 

Rejoinder Testimony of 

Dallas J. Dukes 

on Behalf of 

UNS Gas, Inc. 

April 11,2007 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

I. 

II. 

m. 

Iv. 

V. 

TABLE OF CONTENTS 

TABLE OF CONTENTS 

Introduction 

Rebuttal to Staff Witness Ralph Smith .................................................................................. 1 

A. Construction Work In Progress (Staff Adjustment B-1) ............................................ 1 

B. Geographic Information System (“GIs”) (Staff Adjustments B-2 & C-5) ._.............. 3 

C. incentive Compensation (Staff Adjustment C-6) ... .. .. .. . .... ... _ _  .... . . .... .. ... . ._. __. . ._. .. .. . . . .. .4 

1. Performance Enhancement Plan (“PPE”) ...................................................... 4 

2. Officer’s Long Term Incentive Program ........................................................ 6 

3. Supplemental Executive Retirement Plan.. ................ ......... . ..... . . . . ..... .. . . .... . ... 8 

FERC Rate Case Legal Expense (Staff Adjustment C-11) ........................................ 8 

Rate Case Expense (Staff Adjustment C-19) ....................................,....................~... 9 

D. 

E. 

Rebuttal to Staff Witness Julie McNeely Kinvan ._....._.................................._............... ~ ....... 11 

A. CARES Program Deferred Balance Amortization 
(Staff Adjustment C-20) .............................................*.............................................. 11 

Rebuttal to RUCO Marylee Diaz Cortez ............................................................ ~ .................. 12 

A. GIS Expenditures (RUCO Rate Base Adjustment 5 
& Income Statement Adjustment 12) ....................._......._....................._..................... 12 

B. Out-of-Period Expenses (RUCO Income Statement Adjustment 19) ........ ................ 14 

C. Legal Expenses (RUCO Income Statement Adjustment 20) ..................................... 14 

Rebuttal to RUCO Witness Rodney L. Moore .......................................................... ~ ........... 14 

A. Incentive Compensation (RUCO Income Statement Adjustment 2) ............. ....... ..... 14 

B. Customer Service Costs (RUCO Income Adjustment 5) .  ....... .. . ..... . .. .. . .. . .. . ... . .. . , .. . .... 15 

C. Unnecessary Expenses (RUCO Income Statement Adjustment 6) ............ .......... ...... 17 

D. Rate Case Expense (RUCO Income Statement Adjustment 8 ) ..............._.,............._. 18 

E. S E W  (RUCO Income Statement Adjustment 11) ......_.........................,.................... 18 

Exhibits Invoices 

1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

I. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

11. 

Q. 

A. 

INTRODUCTION. 

Please state your name and business address. 

My name is Dallas J. Dukes and my business address is One South Church Avenue, 

Tucson, Arizona 85702 

Are you the same Dallas J. Dukes that filed file Direct Testimony and Rebuttal 

Testimony in this case? 

Yes. 

Mr. Dukes, have you reviewed the Surrebuttal Testimony filed by the Commission 

Staff and Intervenors in this case? 

Yes, I have. 

REJOINDER TO STAFF WITNESS RALPH SMITH. 

A. Construction Work in Progress (Staff Adjustment B-1). 

Mr. Dukes do you have any comments regarding Mr. Smith’s recommendation to 

exclude CWIP from rate base? 

Yes. I do. Specifically, I would like to address Mr. Smith’s arguments against the removal 

of approximately $4.158 million of customer advances from rate base, if C W P  is excluded 

from rate base. Mr. Smith spends several pages arguing that the inclusion of C W P  in rate 

base causes a mismatch in the ratemaking process. At page 12, lines 14-15, of his 

Surrebuttal Testimony, he states “Hence, including the investment in rate base, without 

recognizing the incremental revenue it supports, would be imbalanced.” And at page 12, 

lines 19-20, he states “In other words, allowance of CWIP in rate base would result in a 
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Q. 

A. 

Q. 

A. 

mismatch in the ratemaking process.” However, these same arguments are not considered 

when Mr. Smith addresses the requested removal of customer advances specifically 

associated with projects not included in rate base. 

Why should Mr. Smith consider it a mismatch or an imbalance to reduce rate base by 

the entire balance of customer advances at the end of the test year? 

Because $4.158 million of those advances is related to capital projects included in the 

CWIP balance that Mr. Smith is arguing to exclude from rate base. If CWIP is excluded 

from rate base, then the related customer advances should not be a reduction of rate base; 

otherwise the Company is penalized. In this particular case, the Company in effect would 

be denied a return on $4.158 million of its own investment based on the false assumption 

that the Company has that amount in cost free capital available at the end of the test year. 

In reality, those funds have already been spent on the specific projects they were intended 

for and exist as CWIP. 

What about Mr. Smith’s assertion that customer advances represent non-investor 

supplied capital? 

I agree with Mr. Smith that customer advances represent non-investor supplied capital. But 

I do not agree that the Company should be unfairly penalized by the treatment of such in a 

rate case. To the extent advances have been received by the Company and not yet spent, 

those funds constitute zero cost capital and should be recognized as a reduction of rate 

base. To the extent that an advance has been spent on a capital project that is in rate base it 

should be reflected as a reduction of rate base. This treatment protects customers from 

paying a return on non-investor supplied capital. But, if the advance is related to a capital 

project not yet in service (and therefore, not yet in rate base) as of the end of the test year 

and the funds have already been spent, it is not fair to reduce the Company’s rate base for 

that portion. By doing that, the Company is denied a return on a portion of its actual 
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Q. 

A. 

Q. 

A. 

investment . 

What about Mr. Smith’s statement that the Commission’s rules require that customer 

advances be reflected as a deduction from rate base? 

Mr. Smith refers to the requirements for Schedule B-1 in the Commission rules (A.A.C. 

R14-2-103, Appendix B, Schedule B-1). However, I would like to point out that nowhere 

in the Commission rules does it explicitly state that 100% of the balance of advances must 

be excluded from rate base. I believe the intent of the rule is to insure that customers do 

not pay a return on non-investor provided capital. 

I would also like to point out that the rules also require the exclusion of contributions in aid 

of construction. But, a contribution made to a natural gas company is properly accounted 

for as a credit (reduction) to the specific “work order” it is received to fund; there is no 

specific FERC account for contributions as a contra to plant in service. The contribution is 

a credit to the work order. When that work order is in the construction phase or accruing in 

CWIP on the balance sheet, then the contribution is also still in CWIP. Then when the 

work order is put into service the asset is moved to plant in service at the net amount. I 

believe that is more consistent with the Company’s proposed treatment of customer 

advances and represents the fair treatment of contributions and advances. 

B. Geom-aphic Information System (“GI,”) {Staff Adjustments B-2 & C-5). 

Mr. Dukes will you please summarize Mr. Smith’s primary reasons for his 

recommendation to deny the Company recovery of GIS expenditures? 

Yes. Mr. Smith argues that the Company did not request an accounting order at the 

appropriate time, that the expenditures are non-recurring and primarily prior period 

expenses, and that the expenditures for CIS are not significantly different than all other 
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Q. 
A. 

Q. 
A. 

expenses incurred by the Company to serve its customers. 

Do you have any comments on Mr. Smith’s recommendation? 

Yes. The Company is not arguing that the expenditures are not properly accounted for as 

expenses or that the Company should have requested an accounting order prior to 

beginning the project. But the Company is requesting that the Commission look at the 

entire situation and allows the Company a reasonable opportunity to recover the GIS 

expenditures, which are used and usehl, serving customers and are the result of the 

Commission’s Pipeline Safety audit. 

Can you expand your explanation of what the Company is requesting? 

Yes. The CIS expenditures were incurred in response to a directive fiom the 

Commission’s Pipeline Safety Section. The Company understands that it should have 

requested an accounting order at the proper time because the expenditures were originally 

misclassified. But had the Company identified the GIS cost as an expense prior to 

beginning the project, it would have requested an accounting order. The magnitude of the 

expense and the fact that it is not reflected in the current rate structure would have 

compelled the Company to request deferral or seek an alternative approach to meeting the 

Commission’s directive. The Company is just asking for a fair review of its request and an 

opportunity to recover expenditures made to correct an inadequacy inherited from the 

previous owner and directed by the Commission. 

C. Incentive Compensation (Staff Adjustment C-6). 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

1. Performance Enhancement Plan (“PEP”). 

Mr. Dukes would you briefly summarize Mr. Smith’s position regarding the 

Company’s PEP expenses. 

Yes. Mr. Smith contends that the Company’s PEP program is essentially the same as the 

Southwest Gas Corporation (“S WG“) Management Incentive program and thus should be 

treated the same for ratemaking purposes. 

Do you agree with Mr. Smith’s position? 

No, I do not. Mr. Smith has failed to demonstrate comparability between UNS Gas’ and 

S WG’s incentive programs and overall compensation circumstances. He simply states that 

based on the information provided he does not see any meaningfid distinction in the 

incentive compensation programs, but does not provide any evidence to support this 

assertion. I respect that prior rulings can provide guidance on issues and may set a 

precedent, but I see no evidence presented by Mr. Smith to show that UNS Gas’ 

compensation levels or incentive programs are almost identical to those of S WG. 

The UNS Gas PEP program is part of a fair and reasonable compensation program that is 

benchmarked at the median compensation levels by job classification. As I described at 

great length in my Rebuttal Testimony, all non-union employees are a part of the PEP 

program and thus have a portion of their pay put at risk, which produces overall lower 

compensation cost as compared to paying median compensation through base wages 

entirely. 

Mr. Smith questions the “at risk” feature in his Surrebuttal Testimony. Do you have 

a comment? 

Yes. Mr. Smith implies that because the Board awarded a payout in 2005 despite missing 
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Q. 

A. 

the PEP’S financial target that perhaps the “at risk” feature is not in practice. 

First, that belief ignores the fact that payouts are awarded on an individual basis based on 

merit and individual employees are not guaranteed any of the 42% payout. Some 

employees could have received more than 100% and some may have received 0%. That is 

a feature that make it a valuable management tool to reward individual performance and 

puts the pay “at r isk” for individual employees. 

Second, the amount can vary any year from 50% to 150% based on the different goals of 

the program. That in and of itself puts part of the PEP payout at risk. I understand that Mr. 

Smith, at the time of preparing his Surrebuttal Testimony, had not had time to examine the 

bench mark study that I referenced in my Rebuttal Testimony. Had he had time to analyze 

it, he would have seen that UNS Gas employees trail the median of market by 26% for 

Target Total Cash (base wages plus target annual compensation). And as I pointed out in 

my Rebuttal Testimony, UNS Gas employees trail the median of market by 8% for Total 

Cash (base wages plus actual annual incentives). Also, as E stated in my Rebuttal 

Testimony, 79% of companies provide lump sum cash awards. Those are real factors in 

being able to attract and retain employees, while controlling costs for UNS Gas. 

2. Officer’s Long Term Incentive Program. 

Did Mr. Smith address the Officer’s Long Term Incentive Program in his Surrebuttal 

Testimony? 

Mr. Smith stated that he had not had an opportunity to review the Company’s most recent 

data responses on the subject yet and will make recommendations at a later date. 
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A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Did Mr. Smith address Officer’s Long Term Incentive Program in his Surrebuttal 

Testimony? 

Yes. He reduced the test year expense by 50% based on the premise of equal sharing 

between customers and shareholders. 

Mr. Dukes, do you still disagree with Mr. Smith’s proposed elimination of 50% of the 

test year long term incentive expense allocated to UNS Gas? 

Yes, I still disagree with his proposal. 

Do you have any changes to your Rebuttal Testimony you would like to address? 

Yes. I would like to make a few small changes. At page 1 1 of my Rebuttal Testimony: 

Line 4, should read, “The Board has set that target at approximately the median of a 

peer group of’; Line 9, should read, “target compensation levels, and to compare them 

to a peer group. The last study performed in October 2005”; Line 10, should read, 

“showed that TEP’s Executives’ total compensation program target (including 

incentive”; and Line 11, should read, “programs) was 5% below the 75% mark of the 

peer group.” 

Are there any additional comments you would like to make about the Officer’s Long 

Term Incentive Program? 

Yes. I would like to just further ciarify that the “target” compensation level was at 

approximately 70% of market in the most recent study, not actual compensation. “Target” 

assumes incentive compensation at full payouts. The actual 2005 Officer Total Direct 

Compensation was below the median of the peer group from the 2005 Executive 

Compensation Review. So the executive compensation that was the basis for allocations to 

UNS Gas during the test year was actually below the median level of the peer group, and 

the peer group data was obtained from 2004 Proxy statements. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

3. Supplemental Executive Retirement Plan. 

Did Mr. Smith address the Supplemental Executive Retirement Plan in his 

Surrebuttal Testimony ? 

Yes. Mr. Smith again compares UNS Gas’ compensation programs to SWG without 

providing any evidence to support the comparison. I agree that the SEW programs may be 

similar. However, the SEW program is just a portion of executive compensation allocated 

to UNS Gas from TEP and I do not believe it should be judged in isolation. I also do not 

believe it is fair to compare it to SWG’s SERF’ program without putting it into the context 

of the entire executive compensation program. As I stated above, the actual 2005 Officer 

Total Direct Compensation was below the median of the peer group from the 2005 

Executive Compensation Review. 

Are there any additional comments you would like to make about the Supplemental 

Executive Retirement Plan? 

Yes. I would just like to reiterate why a program like SEW is necessary. First, it is a 

program offered by every company in the peer group used to evaluate executive 

compensation. Second, it is standard offering in executive compensation programs. Third, 

the Internal Revenue Code dictates funding limits for tax deductibility, but as 1 said in my 

Rebuttal Testimony that is based on collecting tax revenues and does not mean that it 

should be the cap for fair and reasonable retirement benefits. 

D. FERC Rate Case Leeal Expense (Staff Adjustment C-1 I). 

Did Mr. Smith address the FERC Rate Case Legal Expense in his Surrebuttal 

Testimony? 

Yes. Mr. Smith summarized the proposal in my Rebuttal Testimony to average 2004-2005 
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Q- 
A. 

Q. 

A. 

Q. 

A. 

and did not make any changes to Staffs original recommendation to reduce test year legal 

expenses by $3 1 1,05 1. 

Do you have any additional comments? 

Yes. The Company provided the legal expenses for 2006 of $425,541 as support for the 

two-year average. It also provided information that the Company had incurred $70,868 in 

legal expenses as of the end of February 2007; which would annualize to $425,208. I 

recognize that annualizing two months of data for 2007 is not necessarily a reliable 

indicator, but it is indicative of the Company’s position that recumng legal expenses will 

be in the $400,000 range for the foreseeable future. 

E. Rate Case Expense (Staff Adjustment C-191. 

Mr. Dukes would you briefly summarize Mr. Smith’s 

expense. 

osition regarding rate case 

, 
Mr. Smith did not propose any adjustment to the Company’s rate case expense in his Direct 

Testimony. However, in his Surrebuttal Testimony Mr. Smith adopted the approach by 

RUCO’s witness Mr. Rodney Moore. This approach basically assumes that UNS Gas is 

equivalent to SWG and its rate case expense should be equivalent as well. 

Is it a fair assumption that UNS Gas and SWG are similar and that their rate case 

expenses shouid be similar? 

Absolutely not. In my Rebuttal Testimony, I went into considerable detail to explain why 

it is not appropriate to compare the two companies in this particular area. I explained the 

differences in how each company allocated shared services cost, SWG from corporate as an 

indirect allocation based on a Massachusetts formula, and UNS Gas as a direct charge by a 

separate regulated utility based on actual usage. Basically, Staff and RUCO are 
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Q. 

A. 

recommending that the services provided by the personnel of TEP, a separate regulated 

utility, should be provided at no cost to UNS Gas customers. Their recommendation 

contradicts my understanding of how affiliated charges between two regulated utilities 

should be handled. It is not proper for TEP personnel to provide service to UNS Gas and 

not charge UNS Gas. And if UNS Gas is charged for incremental costs incurred as a result 

of a regulatory proceeding, then it is inappropriate to deny UNS Gas recovery of these 

costs. 

What would be the impact on the revenue requirement of UNS Gas if TEP were to 

indirectly allocate its shared services cost to UNS Gas in a similar manner as SWG? 

As I discussed in my Rebuttal Testimony, SWG uses a Massachusetts formula to indirectly 

allocate its corporate overhead and shared services cost to its Arizona operations. But, 

UNS Gas is only indirectly allocated Executive department cost and general corporate 

overhead that indirectly benefits all UniSource companies. 

For shared services cost, like accounting, legal and pricing, UNS Gas is directly charged 

costs from TEP only for the hours actually provided by TEP employees on their behalf. If 

you were to indirectly allocate TEP’s shared services cost to UNS Gas using a 

Massachusetts formula, the annual cost would increase by approximately $2.5 million. 

That is derived by taking the TEP shared service cost in total for the test year of $47.5 

million and allocating 9.42 % to UNS Gas ($4.5 million) less the current amount directly 

charged to UNS Gas of approximately $2 million. Obviously, that $47.5 million would be 

subject to audit by Staff and RUCO and some adjustments might be found, but it is 

unlikely that it would have a significant impact on the final amount allocated to UNS Gas. 

That is precisely why SWG’s rate case expense is so much lower than UNS Gas’. UNS 

Gas has no internal staff to pull together and litigate this rate case, and unlike SWG it is not 

10 
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111. 

Q. 
A. 

Q. 

A. 

indirectly allocated cost for the departments that provide that service. The UNS Gas test 

year includes only the cost directly allocated from TEP shared service departments for 

normal and recurring activities, excluding rate case activities. S WG is recovering 

corporate shared service cost as part of base rates and it would be double recovery to also 

allow them to recover those same costs through rate case expense. Their rate case expense 

is essentially an outside consultant or two. UNS Gas’ rate case support is being provided 

almost entirely by a separate a regulated affiliate and the costs are incremental to the 

service costs routinely billed to UNS Gas by that same regulated affiliate. 

REJOINDER TO STAFF WITNESS JULIE MCNEELY KIRWAN. 

A. CARES Program Deferred Balance Amortization (Staff Adjustment C-20). 

What is Staff proposing for Cares Program cost? 

Staff is recommending that UNS Gas be ordered to cease deferral of CARES program costs 

and a different discount amount and rate design than UNS Gas is requesting. UNS Gas 

witness Mr. Erdwurm will address our concerns over Staffs recommendation on the 

CARES discount and how it should be addressed in rate design. I would like to address the 

suggestion to cease the deferral accounting. 

What are your concerns over Staffs recommendation and what is your 

recommendation? 

The current structure insures that the Company is made whole for discounts given and that 

the customers are not providing additional revenues to the Company. It also provides a 

simple and transparent way for the Commission to monitor the program. This is consistent 

with the direction in which all parties are heading for DSM and Renewables costs, which 

allows the Commission to easily see how much money was collected and spent. I 

I 1  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

recommend that UNS Gas continue the deferral accounting and thus insure that the 

customers and the Company are kept whole. 

Q. "\Do you have any other concerns with Ms. McNeely-Kirwan's recommendation? 

A. 

IV. 

Q. 

A. 

. McNeely-Kinvan states in her Surrebuttal Testimony that the CARES discount 

Staff is being addressed in rate design and therefore it is not necessary 

as part of operating expenses. Given her proposal to discontinue 

s the more proper way of reflecting the discount; as a 

ing Staffs attachment RCS-S lR, Schedule RD-1, 

f f s  proposed rates, they do not show the 

at the discounted level. By doing 

to include the 

the deferral accounti 

reduction in rates. However, 

page 2 of 2, which is a presentation 

volumetric rate for Residential Service C 

this, they are inadvertently inflating the revenues that ected from that class. 

REJOINDER TO RUCO WITNESS MARYLEE DIAZ CORTEZ. 

A. GIS Expenditures (RUCO Rate Base Adjustment 5 & Income Statement 

Ad i us t men t 1 2). 

Do you have any comments regarding Ms. Diaz Cortez's proposal that the Company 

not be allowed to recover the GIS expenditures? 

Yes. Ms. Diaz Cortez has made essentially the same arguments as Staff witness Mr. Smith 

and I addressed those arguments in my Rebuttal Testimony and earlier in my rejoinder 

Testimony. However, Ms Diaz Cortez continues to claim that because the revenues of the 

test year were greater than the expenses of the test year, including the GIS expenditures, 

and because the Company had a positive operating income then the GIS expenditures were 

therefore recovered. That position completely ignores the fact that operating income of the 

Company is meant to provide a reasonable return on shareholders investment. When an 
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Q. 

A. 

Q. 

A. 

expense like the GIS is incurred that is not contemplated in the current rate structure, E 

would argue that it is the Shareholders' return that is essentially reduced. 

Isn't it true that costs not contemplated in current rates routinely occur between rate 

cases and that it could even be in the form of cost reductions? 

Yes. And sometimes Shareholders benefit from cost reductions between rate cases. 

However, the vast majority of the time costs increase, which is UNS Gas' circumstance 

and it is the shareholders' return that is decreased. 

Why should these costs be considered any differently than other cost increases and 

cost reductions between rate cases? 

These costs should be treated differently because there has always been consideration given 

to the magnitude of expense changes and the reason for the expense change. In the case of 

Y-2K costs, many Commissions, including Arizona, allowed companies to defer the costs 

and to recover them later because of the reasons causing the expenses to be incurred and 

because of the magnitude of the expense. Often, when companies have been required to 

implement new accounting pronouncements, those companies were allowed to defer and 

recover the recognition of prior cost and recover those cost over future years as they 

transitioned to the new method. As I stated earlier in my testimony, the Company is 

looking for fair consideration and recovery of these very significant costs incurred to meet 

a Commission directive despite the fact that the Company failed to request an Accounting 

Order in a timely manner because of its own inadvertent original misclassification. 
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Q. 

A. 

Q. 

A. 

V. 

Q. 

A. 

B. Out-of-Period Expenses (RUCO Income Statement Adiustment 19). 

Has Ms. Diaz Cortez addressed her adjustment for out-of-period expenses in her 

Surrebuttal testimony ? 

Yes. Ms. Diaz Cortez summarizes the Company’s Rebuttal Testimony that pointed out 

that there were invoices supporting services provided in 2005 but paid in 2006 that more 

than offset the invoice she proposed to exclude (for invoices paid in 2005 for services 

provided in 2004). However, Ms. Diaz Cortez did not alter her adjustment because the 

Company did not provide these invoices as part of the rebuttal filing. Therefore, the 

Company is providing copies of the invoices as attachment Exhibit DJD-2, to this filing. 

C. Legal Expenses (RUCO Income Statement Adiustment 20). 

Has Ms. Diaz Cortez addressed her adjustment for legal expenses in her Surrebuttal 

testimony? 

Yes. Ms. Diaz Cortez continues to assert that the level of recurring legal expense she is 

providing for within RUCO’s proposed revenue requirement for UNS Gas is adequate. I 

have addressed this in my earlier rejoinder testimony of Staffs witness Mr. Smith and 

strongly disagree with this position. 

REJOINDER TO RUCO WITNESS RODNEY L. MOORE. 

A. Incentive Compensation (RUCO Income Statement Adiustment 21. 

Has Mr. Moore addressed his adjustment for incentive compensation in his 

Surrebuttal testimony? 

Yes. Mr. Moore continues to defend his position of eliminating incentive compensation 
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Q. 
A. 

Q. 

A. 

expense from the test year. 

Do you have any additional comments about Mr. Moore’s position? 

Yes. I have addressed Mr. Moore’s arguments previously in my Rebuttal Testimony, and 

earlier in my Rejoinder Testimony above. However, I would like to address two of his 

points. First, Mr. Moore is arguing against the use of an historical average to arrive at an 

adequate recurring level of incentive compensation expense based on strict adherence to 

the “Historical Test-Year Principal”, yet at the same time he is arguing to also exclude the 

test-year expense awarded as incentive compensation. That appears to be taking 

contradictory positions within one adjustment. Second, Mr. Moore continues to argue that 

the entire program is flawed because it only rewards a segment of the employee base. I 

find this argument very puzzling. It implies that part of the workforce cannot have an 

impact on results, which is entirely incorrect and it implies that even if a program can be 

shown as cost effective and as producing results, if it does not apply to the entire 

workforce, then it should not be used. This does not seem like a sound business practice. 

As I have testified earlier, UNS Gas would like to make the PEP program a part of every 

employees’ compensation program, but has been unable to do so with the Union 

workforce. However, that shouldn’t mean that the program should be abandoned. The 

program still provides all of the benefits I testified about earlier and impacts customer 

service and customer cost. 

B. Customer Service Costs (RUCO Income Adiustment 5). 

Has Mr. Moore addressed his adjustment for customer service costs in his 

Surrebuttal testimony? 

Yes. Mr. Moore continues to defend the disallowance of the cost associated with the 

customer service call center activity being provided by TEP. 
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Q. 
A. 

Do you have any additional comments about Mr. Moore’s position? 

Yes. Mr. Moore attempts to tie an increase in the number of complaints filed against 

“IJNS” to an increased level of dissatisfaction with the services provided by the TEP call 

center. First, I cannot verify Mr. Moore’s complaint numbers. Our records indicate 120 

UNS Gas complaints in 2005 and 149 in 2006. Secondly, the primary driver in customer 

call volumes in 2005 and 2006 (352,330 and 483,026 respectively) is a result of 

significantly increased gas cost, more specifically the surcharges to reduce the purchased 

gas bank. Third, the previous system could not even have handled the call volume in 2006. 

And whenever call volumes dramatically increase it stands to reason that the chance for 

customer dissatisfaction with the process will increase. If a customer doesn’t call or 

contact the gas company it is extremely unlikely they will call the Commission and 

complain about customer service. However, if a customer sees that gas prices are rapidly 

increasing and calls the gas company and then decides they are dissatisfied with the 

response in some way it is obviously much more likely they may call the Commission to 

complain. Now that particular customer is most likely not upset at how his or her 

interaction with the call center employee was handled, they are most likely upset with their 

perception of a lack of resolution to their individual problem. Which in the case of 

increased gas cost, a call center representative is not likely able to hlly resolve that 

customers underlying dissatisfaction. Finally, Mr. Moore’s arguments still blatantly ignore 

that the system in place prior to the conversion to using TEP’s call center would have to 

have been significantly altered, including increased staffing, increased phone lines, 

increased hardware and software and increased supervisor positions to meet the call level 

and service demands currently being handled by TEP for UNS Gas. 
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Q. 

A. 

Q. 
A. 

C.  Unnecessary Expenses (RUCO Income Statement Adjustment 6). 

Has Mr. Moore addressed his adjustment for unnecessary expenses in his Surrebuttal 

testimony? 

Yes. 

separate charges that he identified based basically on vendor description. 

Mr. Moore continues to defend the disallowance of all of approximately 2,000 

Do you have any additional comments about Mr. Moore’s position? 

Yes. Mr. Moore makes a statement to the effect that the Company padded the historical 

test year with unnecessary purchases worth over $200,000. The transactions he is refemng 

to have been discussed by Company’s witness Gary Smith, and he has explained why those 

charges were incurred. The Company by no means is trying to create a “warm and hzzy” 

feeling; the Company is obligated to account for expenses appropriately and makes every 

attempt to do so. Of course there is the potential for mistakes in classification or charges 

above-the-line that should be below-the-line. The Company is not claiming that it keeps 

perfect records - no Company does. It would absolutely cost the Company and thus 

customers too much to treat every transaction individually and to make sure every debit 

and every credit is accounted for 100% correctly. 

However, the Company strongly disagrees with any assertion that it has padded the test 

year. On the contrary, I believe that RUCO has padded its adjustment by forcing the 

Company into a choice to provide detailed support for thousands of immaterial transactions 

or lose recovery of the inflated aggregate. The situation is doubly unacceptable in that the 

Company would have to incur thousands of man-hours and thousands of dollars of rate 

case expense to refute RUCO’s position and then in turn would likely have it argued that 

the additional rate case expense is unreasonable and a burden by the same RUCO witness. 
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Q. 

A. 

Q. 
A. 

Q* 

A. 

D. Rate Case Expense (RUCO Income Statement Adiustment 8). 

Has Mr. Moore addressed his adjustment for rate case expense in his Surrebuttal 

testimony ? 

Yes. Mr. Moore continues to defend his proposed reduction of the Company’s proposed 

rate case expense on the basis that the Company is essentially the same as SWG and its rate 

case expense should be similar. 

Do you have any additional comments about Mr. Moore’s position? 

Yes. I have addressed most of Mr. Moore’s arguments in my earlier Rebuttal Testimony 

and in my rejoinder testimony of Staffs witness Mr. Ralph Smith. However, Mr. Moore 

continues to try to mischaracterize the situation. He uses SWG as a comparison while 

completely ignoring the difference in Company structures and the way in which corporate 

support services are provided and charged. He calls the charge a burden while ignoring the 

fact that the UNS Gas test year only contains shared service charges for services actually 

provided. UNS Gas’ customers are not being burdened by paying the actual incremental 

cost for services being provided. As I testified earlier, if UNS Gas was indirectly allocated 

shared service cost from TEP it would increase the annual expense of UNS Gas by 

approximately $2.5 million. If that were the case, then Mr. Moore’s comparison would be 

appropriate and reasonable. 

E. S E W  (RUCO Income Statement Adiustment 11). 

Has Mr. Moore addressed his adjustment for S E W  expense in his Surrebu 

testimony? 

tal 

Yes. Mr. Moore continues to defend his proposed elimination of SEW cost incurred by 

the Company during the test year. 
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Q. 
A. 

Q. 
A. 

Do you have any additional comments about Mr. Moore’s position? 

Yes. I have addressed most of Mr. Moore’s arguments in my earlier Rebuttal Testimony 

and Mr. Ralph Smith’s arguments earlier in my Rejoinder Testimony. I continue to 

disagree with Mr. Moore’s position. 

Does this conclude your Rejoinder Testimony? 

Yes. 
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EXHIBIT 

DJD-2 



s 

January OS. 2006 1 Invoice Number : 10304 15524-4 

Dave Grzybowski 
Unisource Energy 
3950 E. Irvington Road . 
Tucson, Arizona 85714 
USA 

W O K E  FOR SERVICES 
Priccwaterhoeopcrs LLP 

Pasadena. CA 91 1 10-0068 
P . 0 . h ~  31001-0068 

Coatract Number. SO00 106690 

. .  .. . . - 

December progress billing in connection with the 2005 Integrated Audit 
of UniSource Energy Copr for year ended 12-3 1-2005. 

Out-of-Pocket-Expenses 

Total Invoice 

A 

OvewflODBudgef $ 379,000 w10 wp+--- 
Summary Sheet Entry by Date 1 - // - o cp 
Accounting String for Payment , 

I f  you have any qudions please contact: 
Steve Kitsson (213)-356-6304 
WBS: 0.0146322.001 

Payment Due Upon Receipt 

6 200.000.00 

s 9,098.00 

-$ 209,098.00 

Tax Identification Number: 134008324 



c 

January 23,2006 lnvoice Number : 1030427402-9 

Dave Grzybowski 
Unisource Energy 
3950 E. Lrvington Road 
Tucson, Arizona 85714 
USA 

W O K E  FOR SERVICES 
PricewaterhouseCoopers LLP 
P.O.Box 31001-0068 
Pasadena, CA 91 I 10-0068 

_ _ -  - 1- -3- 150.oO0.00 
-- L- - 

3Cni~aly @ogreas b i F i  h wme&on Gth the 2 0 5  Integrated 
Audit of UruSource Energy C o r ~  for year ended 12-3 1-2005 

out of Pocket Expenses 

Totd Invoke 

_- - 
cc_ -- 

I f  you haw any questions please contact: 
Steve Kitson 213-356-6304 
WBS Code: 0.0146322.001 

Payment Due Upon Receipt 

s 20,650.00 

s 170,650.00 

Tax fdentification Number 1344008324 



. 

February 22,2006 

Daw Gnybowski 
Dir., Financial Accounting Q Report 
UniSource Encrgy Corporation 
3950 E. lrvington Road 

USA 
Tucson, Arizona 85714 iWCE982DW 

& ? l e e  44 
e 

lnvoice Number : 103045 1102-4 

W O K E  FOR SERVICES 
PricewaterhouseCnopers LLP 

Pasadcna, CA 91 110-0068 
P . 0 . h ~  31001-0068 

Ftbntary prognss billing in camedon with the 2005 Integraied Audit 
of UniSource Energy Corp for year ended 12-3 1-2005. 

Expenses 

Conhact Number: 5000 106690 

TOM Lavelee RECEIVE0 
ACCOUNTS PAYAl3l-6 

W 0 6 2006 

s 75,742.00 

6 115,742.00 

Contact Stevc Kitson (213) 356-6304 
WBS: 0.0 146322.001 

Payment Due Upon Receipt Tax Identification Number: 134008524 



March 22,2006 

Dave Grzybowski 
Dir., Financial Accounting 8t Report 
Tucson Electric Power Co. 
3950 E. lrvington Rd., OH 120 
Tucson. Arizona 837 14 
USA 

M w h  final billing h connection with the 2005 UniSource Energy 

Invoice Number: 1030474166-2 

INVOICE FOR SERVICES 
Priccw-pcrs LLP 
P.O.Box 3 1001 -0068 
Pasadena, CA 91 1 10-0068 

Contract Number: 5000106690 

S 18,000.00 
Corporation's and Tucson Electric Powcr Company's FERC Form 1's 

Tobl Invoke t I8,OOO.OO 

-- - 
.- - 

-- 
RECEIVED 

ACCOUNTS PAYABE 

AI" I O  2006 

Contact: Steve Kitson 2 13-356-6304 
WBS Code: 0.01 72238.001 

Payment Due Upon Receipt Tax Identification Number: 134008324 



March 23,2006 

Dave Grzybowski 
fir., Financial Accounting dt Report 
UnisourCe Energy Corporation 
3950 E. [rvington Road 
Tucson. Arizona 85714 
USA 

March pmgress billing in connection with the 2005 Integrated 
Audit of UniSource Energy Corp for year ended 12-3 1-2005. 

Out-of-pocket Expenses 

Totd Invoke 

Ovezlunder BOD &&et S 

invoice Number : 1030474954-1 

MVOICE FOR SERVICES 
PricewaterhouseChpers LLP 
P.O.Box 3 1001-0068 
Pasadena,CA 911 10-0068 

Conbact Number: 5000106690 

6 0.00 

S3,6 15.92 S 

5 3,6 IS.92 s 

Contact: Steve Kitson 213-356-6304 
WBSCode: .0.146322 001 

Payment Due Upon Receipt Tax Identification Number: 134008324 



Dave Grrybowski 
Dir., Financial Accounting & Report 
UniSourcc Energy Corporation 
3950 E. Irvington Road 
Tucson, Arizona 85714 
USA 

Final supplemental billing in connection with the 2005 htegmted 
Audit of  UniSource Energy Corp for year ended 12-31-2005. 

Out-of-Pocket Expenses 

Total Invoice 

Invoice Number : 10304751 31-5 

INVOICE FOR SERVTCES 
PricewaterhouscCoopcrs LLP 
P.0.Box 31001-0068 
Pasadena, CA 91 110-0068 

175,000.00 

i s 0.00 

175.000.00 

. -  

_.._/ 

Contact: Stcvc Kitson 21 3-356-6304 
WBS Code: .0.146322.001 

Payment Due Upoa Receipt 

RECEIVED 
ACCOUNTS PAYABLE 

WK 1 U 2006 

Tax identification Number: 134008324 
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